United States Court of Appeals 

for the 

District of Columbia Circuit 



TRANSCRIPT OF 
RECORD 






COURT OF APPEALS, DISTRICT OF COLUMBIA 

October Term, 1932 J* 


COMMISSIONER OF INTERNAL 
REVENUE, APPELLANT 


GULF, MOBILE AND NORTHERN RAILROAD CO 


APPEAL FROM THE BOARD OF.TAX APPEALS 


FILED NOVEMBER 22,1932 










COURT OF APPEALS, DISTRICT OF COLUMBIA 

| 

i 

October Term, 1982 


No. 5853 

DAVID BURNET, COMMISSIONER OF INTERNAL 

REVENUE, PETITIONER j 

i 

V8. 

GULF, MOBILE AND NORTHERN RAILROAD CO., 

RESPONDENT 


ON PETITION TO REVIEW THE DECISION OF THE UNITEp STATES 

BOARD OF TAX APPEALS 


INDEX 

Docket entries___ 

Deficiency letter_ 

Amended petition_ 

Answer to amended petition_ 

Reply to answer to amended petition_ 

Findings of fact and opinion_ 

Order amending opinion... 

Decision, entered Sept. 30, 1931___ 

Revised decision, entered Nov. 7, 1931_ 

Order, entered Dec. 19, 1931_ 

Second revised decision, entered Jan. 25, 1932 

Stipulation for court of review_ 

Petition for review_ 

Notice of filing petition for review... 

Statement of evidence_ 

Praecipe____ 

Certificate of clerk..... 

Order enlarging time... 

Stipulation for enlargement of time.. 

158992—33-1 



$7 

05 

103 

105 

106 
107 

I 


Print 

1 

3 

6 

9 

12 

13 

43 

44 

45 

47 

48 

49 

50 
54 
54 

58 

59 

59 

60 
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1 Docket No. 24887 

Gulf, Mobile & Northern Railroad Co. 

vs. | 

Commissioner of Internal Revenue 

* 

i For taxpayer, Geo. E. H. Goodner, Esq. 

For Commissioner, E. C. Algire, Esq. 

! Docket entries 

1927 

Mar. 3—Petition received and filed. Taxpayer notified. 

“ 4—Copy of petition served on general counsel. 

May 3—Motion for extension to 6-17-27 to file answer filed by G. C. 

“ 7—Granted. Both sides notified. 

June 17—Motion for extension to June 27, 1927, to answer ifiled by 

G. c. | 

“ 22—Answer filed by G. C. 

“ 18—Motion granted. Both sides notified. 

“ 30—Copy of answer served on taxpayer—gen. cal. 

1928 

Dec. 8—Hearing set Jan. 28, 1929. 

“ 17—Motion for transfer to reserve calendar filed by taxpayer. 

12-19-27, granted. 

1929 

Oct. 28—Motion to place on circuit calendar at Mobile, Ala., filed 
by taxpayer. 10-31-29, granted. 

1930 

Feb. 1—Hearing set 3-10-30 at Mobile, Ala. 

“ 26—Hearing set 3-31-30 at Mobile, Ala. Revised notice. 

Mar. 6—Motion for leave to file amended answer filed by G. C. 
Amended answer tendered. 

“ 6—Motion to consolidate with 35898 for hearing filed by G. C. 

3-8-30, granted. h 

“ 8—Motion to amend answer granted. 

“ 17—Application for subpoena filed by G. C. 

“ 17—Application for subpoena duces tecum filed by G. C. 

j “ 18—Subpoena of I. B. Tigrett at al. issued. 

“ 18—Subpoena of F. M. Hicks issued. 

Apr. 4—Hearing held before Chas. M. Trammell, Div. 2j, on the 
merits, at Mobile, Ala. Amended petition filed in 
docket numbers 24887, 35898, and 42150; copies served 
on respondent; answers read into record. Dockets 
' 24887, 35898, 38295, 42149 consolidated for hesping and 

decision. Briefs due in 60 days. 

“ 16—Transcript of hearing at Mobile, Ala., Apr. 2, 1930, filed. 

June 13—Motion for extension of 30 days from July 1, 19310, to file 
briefs filed by taxpayer. 6-17-30, granted. 

“ 30—Brief filed by G. C. 

July 26—Motion to correct record filed by taxpayer. 7-31-30, 
granted. 

“ 29—Motion for 30-day extension to file brief filed by taxpayer. 

7-30-30, granted. 
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1930 

Aug. 26—Brief filed by taxpayer. 

1931 

Feb. 20—Findings of fact and opinion rendered, Chas. M. Trammell y 
Div. 2. Judgment will be entered under rule 50. 

2 May 15—Motion to correction findings and opinion filed by 

taxpayer. 

“ 15—Proposed settlement under rule 50 filed by taxpayer. 

“ 21—Hearing set May 28, 1931, on settlement under rule 50. 

“ 21—Hearing set May 28, 1931, on motion. 

“ 26—Order striking from day calendar of May 28, 1931, and 

continuing sine die entered. 

“ 22—Copy of motion and notice of hearing date served on G. C. 

July 6—Motion to correct opinion filed by G. C. 

“ 6—Notice of settlement filed by G. C. 

“ 8—Hearing set Aug. 5, 1931, on motion. 

“ 8—Hearing set Aug. 5, 1931, on settlement. 

Aug. 5—Hearing had before Mr. Charles P. Smith, Div. 5, on motion 
of respondent to correct opinion; by consent continued to 
to Sept. 9, 1931. 

“ 5—Order continuing hearing to Sept. 9, 1931, entered. 

“ 18—Motion for continuance to Sept. 23, 1931, filed by G. C. 

Granted 8-19-31. 

Sept. 23—Hearing had before Mr. Trammell on respondent's motion 
to correct opinion. Notice of settlement filed. 

“ 30—Order modifying mi amending opinion entered. 

“ 30—Decision entered, C. M. Trammell, Div. 2. 

“ 28—Transcript of hearing of 9-23-31 filed. 

Nov. 2—Motion to correct the decision of 9-30-31 filed by taxpayer. 

“ 7—Revised decision entered, C. M. Trammell, Div. 2. 

Dec. 4—Motion to set aside decision of 11-7-31 and reconsider 
decision promulgated 2-20-31 filed by G. C. 

“ 9—Hearing set Dec. 16, 1931, on motion. 

“ 16—Hearing had before Mr. Trammell on motion of respondent 

to set aside decision. Taken under advisement. 

“ 19—Order that respondent's motion to set aside final decision of 

11-7-31 and to reconsider decision promulgated .2-20-31 
be granted and that decision of the board entered 

11- 7-31 be modified entered. 

21—Order that petitioner's objection and exception to order of 

12- 19-31 be made a matter of record entered. 

1932 

Jan. 25—Motion for settlement without prejudice and agreed to by 
G. C. filed by taxpayer. 

“ 25—Order that revised decision entered Nov. 7, 1931, be va¬ 

cated and set aside, and second revised decision entered,. 
C. M. Trammell, Div. 2. 

Mar. 22—Transcript of hearing 12-16-32 filed. 

July 25—Stipulation for review by Ct. of Ap. of D. C. filed. 

“ 25—Petition for review to Ct. of Ap. of D. C. with assignments 

of error filed by taxpayer. 

11 25—Proof of service filed. 

“ 25—Petition for review to Ct. of Ap. of D. C. with assignments 

of error filed by G. C. 



I 

i 

l 
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1932 

July 25—Proof of service filed. 

“ 25—Stipulation for review by Ct. of Ap. of D. C. filed. 

Sept. 19—Motion for extension to 19-23-32 to prepare & transmit 
record filed by taxpayer. 

“ 19—Motion for extension of 30 days to prepare and transmit 

record filed by G. C. 

3 “ 19—Orders extending time to Oct. 23, 1932, fbr prepara¬ 

tion of evidence and delivery of record entered. 
(Both appeals.) 

Oct. 18—Praecipe filed with proof of service thereon. 

“ 18—Agreed statement of evidence lodged. 

“ 20—Agreed statement of evidence approved and filec 

“ 21—Order enlarging time to Nov. 30, 1932, for transr 

delivery of record entered. 

11 24—Stipulation for enlargement of time to 11-30-32 

and transmit record filed. 

“ 24—Agreed statement of evidence lodged. (G. C.) 

“ 24—Praecipe filed—proof of service thereon. 

u 31—Agreed statement of evidence approved and on 
(G. C.) 

4 Copy 


[fission and 
to prepare 


dered filed. 


(Exhibit A) 


IT: CR: RR-60D-O WS. 


Jan. 6 , 1927. 

Gulf, Mobile and Northern Railroad Company, 

71 Conti Street , Mobile, Alabama. 

Sirs : A reexamination of your income and profits tax returns and 
those of your affiliated company discloses a deficiency in tax for the 
year 1920 of $14,731.74 and overassessments for the years 1922 and 
1923 amounting to $27,651.01, as shown in the attached; statement 
and accompanying schedules. 

In accordance with the provisions of section 274 of the ijevenue act 
of 1926, you are allowed 60 days from the date of mailing of this 
letter within which to file a petition for the redetermination of this 
deficiency. Any such petition must be addressed to the United 
States Board of Tax Appeals, Earle Building, Washington, D. C., 
and must be mailed in time to reach the board within the 60-day 
period, not counting Sunday as the sixtieth day. 

Where a taxpayer has been given an opportunity to file j a petition 
with the United States Board of Tax Appeals and has not done so 
within the 60 days prescribed and an assessment has beeri made, or 
where a taxpayer has filed a petition and an assessment in accordance 
with the final decision on such petition has been made, the unpaid 
amount of the assessment must be paid upon notice and denland from 
the collector of internal revenue. No claim for abatement can be 
entertained. 

If you acquiesce in this determination and do not desire to file a 
petition with the United States Board of Tax Appeals, you are 
requested to execute a waiver of your right to file a petition with the 
United States Board of Tax Appeals on the inclosed Foipn A, and 
forward it to the Commissioner of Internal Revenue, Washington, 
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D. C., for the attention of IT: CR: RR-60D. In the event that you 
acquiesce in a part of the determination, the waiver should be 
executed with respect to the items to which you agree. 

Respectfully, 

D. H. Blair, C ommissioner. 
By (Signed) C. R. Nash, 
i Assistant to the Commissioner. 

Inclosures: Statement; Form A. 

5 IT: CR: RR-60D-OWS. 

Statement of returns examined and resulting tax liability 


RETURNS EXAMINED 


Company 

Year 

Form 

Gulf, Mobile and Northern Railroad Company, Mobile, 
Alabama. 

1920. 

1120 Consolidated. 
1120 

1120 

1120 

1120 “ 

1921 Original. 

1921 Amended... 

1922 . 

1923. 



TAX LIABILITY 


Company 

Year 

Deficiency 

Overassess¬ 

ment 

Gulf, Mobile and Northern Railroad Company, Mobile, Alabama. 

1920 

1921 

1922 

1923 

$14,731.74 
None. 


Totals. 

None. 

$21,705.21 

5,945.80 



$14,731.74 

$27,651.01 

Net overassessment...$12,919.27 



Full details of the adjustments producing the above-stated re¬ 
sults are contained in the attached Schedules 1 to 7, inclusive. 

In arriving at this tax liability due consideration has been given 
to the statements contained in your claim for the credit of $19,976.29 
for the vear 1922, together with the statements set forth in your 
protest dated September 4, 1926, and to information submitted in 
conference held in this office under date of October 16, 1926. 

6 The overassessments shown herein will be made the subject 

of certificates of overassessment which will reach you in due 
course through the office of the collector of internal revenue for your 
district and will be applied by that official in accordance with the 
provisions of section 284 (a) of the revenue act of 1926. 

Waivers for the years 1920, 1921, and 1922, which will expire De¬ 
cember 31, 1927, are on file in this bureau. 

A carbon copy of this letter has been mailed to Mr. George E. H. 
Goodner. Munsey Building, Washington, D. C., and Mr. Walter K. 
Smith, City Bank Building, Mobile, Alabama, in accordance with 
specific instructions in power of attorney running to the aforesaid 
and on file in this office. 

The right of appeal as set forth herein applies only to those years 
in which there is a deficiency of tax as denned by sections 273 and 
283 of the revenue act of 1926. 

The following items contained in your protest dated September 4, 
1926, have been denied. 
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Donations: 

Due consideration has been given to the data submitted on this 
issue. The bureau holds that the Cuba Railway Company] decision is 
not applicable to the conditions under which these donations are 
made. Accordingly, the action set forth in bureau letter dated 
July 20, 1926, is held to be correct. 

Guaranty period settlement: 

The bureau has given careful consideration to this issue and con¬ 
siders its action as set forth in bureau letter dated July £0, 1926, as 
correct and in accordance with Solicitor’s Memorandum £970, C. B. 
IV-1, page 127, and article 52, Regulations 45. 

Transportation for investment, credit: 

After due consideration of the data submitted on thi^ issue, the 
bureau holds that this amount represents the cost to yoji of trans¬ 
portation, over your own rails, of men and material for construc¬ 
tion purposes, and consequently represents capital expense and is 
not, therefore, an allowable deduction. Accordingly, ^he conclu¬ 
sions set forth in bureau letter dated July 20, 1926, witli respect to 
this item are sustained. 

7 With respect to your contention that the Unit] has failed 

to allow, as a deduction from gross income, depreciation not 
allowed by the Director General of Railroads in the final settlement 
with your company: You are advised that in the final settlement 
with the Director General of Railroads depreciation wa^ allowed in 
the amount of $150,196.34, but that it was offset by an edual amount 
of overmaintenance of equipment during the period of Federal con¬ 
trol which has been allowed as a deduction in the year 1^21 (Sched¬ 
ule No. 3). Hence no adjustment for depreciation has be^n made. 


8 Gulf, Mobile and Northern Railroad Company—^1920 

Schedule 1.— Net income 

i 

I 

l 

Net income as disclosed by bureau letter dated July 20, 1926_{ $379,612.89 

As corrected_ i 378,280.05 


Deduction-i $1,352.84 

Deduction: Rental on equipment-$1,332.84 

This item representing rental on your own equipment is allowed 
as a deduction from gross income in accordance with O. D. Sll, C. B. 
4, page 276. 

Schedule 2.— Computation of tax , 1920 


• I 

Net income for year (Schedule 1)_1 $378,280.05 

Less: Exemption_i 2,000.00 

Balance taxable at 10%_1 $376,280.05 


Income tax_ 

Previously assessed: Original return_ 

Additional assessment, February, 1924, page 1, line 5, 
special 4_ 


None. 


22,896.27 



$37,628.01 

22,896.27 


Additional to be assessed 


$14, 731. 74 


No excess-profits tax is developed for the reason that the statutory 
credits exceed the taxable income. 
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United States Board of Tax Appeals 
Docket No. 24887 

Gulf, Mobile, and Northern Railroad Co., petitioner 


vs . 

Commissioner of Internal Revenue, respondent 

Amended petition 
Filed April 2, 1930 

The above-named petitioner hereby petitions for a redetermination 
of the deficiency set forth by the Commissioner of Internal Revenue 
in his notice of deficiency (bureau symbols IT: CR: RR: 60D-OWS), 
dated January 6, 1927, and as the basis of its proceeding alleges as 
follows: 

1. The petitioner is a corporation with principal office at 71 Conti 
Street, Mobile, Alabama. 

2. The notice of deficiency, a copy of which is attached to the 
original petition, and marked “ Exhibit A,” was mailed to petitioner 
on January 6, 1927. 

3. The taxes in controversv are income taxes for the calendar vear 
1920 and for $37,628.01. 

4. The determination of tax set forth in the said notice of deficiency 
is based upon the following errors: 

(a) In computing taxable net income the commissioner has er- 
roneouslv included therein so-called “ donations ” to the amount of 
$7,918.02. 

(b) In computing taxable net income the commissioner has er¬ 
roneously disallowed as a deduction expenditures in the amount of 
$3,239.73, on account of “ transportation for investment, credit.” 

(c) In computing taxable net income the commissioner has er¬ 
roneously included therein $822,813.17, the amount received from 
the U. S. Government under section 209 of the transportation act of 

1920. 

10 (d) In computing taxable net income the commissioner has 

erroneously failed to allow as a deduction the sum of $150,- 
196.34, representing depreciation on equipment sustained during the 
Federal control period and charged to the Director General of Rail¬ 
roads, but which was not allowed by him in the final settlement in 
1920. 

(e) In computing taxable income the commissioner has erroneously 
failed to allow as a deduction the sum of $82,187.99, representing 
overmaintenance of equipment charged to petitioner in the final set¬ 
tlement in 1920. 

(f) In computing taxable net income the commissioner has erro¬ 
neously included therein $50,561.95 as the amount returned to peti¬ 
tioner for material and supplies at the end of the Federal control 
period, in excess of the amount of material and supplies taken over by 
the director general at the beginning of the Federal control period. 
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(g) In computing taxable net income the commissioner has er¬ 
roneously included therein back mail pay allowed in 1^20 for the 
years 1916 and 1917 in the amount of $4,000.00. 

(h) In computing taxable net income the commissioner has erro¬ 
neously disallowed expenses in the amount of $162.06 incurred by 
petitioner in connection with the authorization and issuance of 30- 
year series A bonds, said amount being the proportionate part of the 
total expense incurred in connection with said issue which is appli¬ 
cable to the year 1920. 

(i) In computing the tax liability the commissioner! has erro¬ 
neously computed the income tax at 10 per cent of the net income for 
the entire year, whereas for the months of January and February 
the tax should be computed at 8 per cent. 

(j) In computing taxable net income the commisisoner has erro¬ 
neously failed to include therein the amount of $2,226.49 representing 
miscellaneous items of income received by petitioner iii the final 

settlement in 1920. 

11 5. The facts upon which petitioner relies as the b^isis of this 

proceeding are as follows: 

(a) Petitioner is a corporation organized January 1, 1917, under 
the laws of the State of Alabama and other States, and wjith princi¬ 
pal offices at 71 Conti Street, Mobile, Alabama. Ever since organiza¬ 
tion it has been engaged in the operation of railroads. 

(b) Petitioner rendered a timely income-tax return for| the calen¬ 
dar year 1920, to the collector of internal revenue at Birmingham, 
Ala., showing no taxable income. In February, 1924, thie commis¬ 
sioner, after making several adjustments, assessed a tax fqr the year 
of $22,896.26. Upon re-audit of the return he now claims a further 
deficiency of $14,731.74. 

(e) During the year 1920 petitioner accepted gifts of right of way, 
etc., of the value of $7,918.02, which were entered on its records under 
the account termed “ Donations ” set up according to the j Interstate 
Commerce Commerce Commission classification of accounts. The 
commissioner has included this amount in taxable incogie. which 
gives rise to the error noted in paragraph 4 (a) above. 

(d) During the year 1920 petitioner transported material, sup¬ 
plies. etc., of its own from one point to another over its own lines 
and for its own use. Under Interstate Commerce Commission rules 
a regular transportation charge must be entered in an account termed 
“ Transportation for investment, credit.” This charge amounted to 
$3,239.73. The commissioner has excluded this item from deductible 
expenses in computing taxable net income, which action gives rise 
to the error noted in paragraph 4 (b) above. 

(e) Petitioner received $822,813.17 from the United States Gov¬ 
ernment under the provisions of section 209 of the transportation act 
of 1920. The commissioner has included this amount in gross income 
in computing taxable net income for 1920, which action giyes rise to 
the error noted in paragraph 4 (c) above. 

(f) Petitioner’s railroad and equipment was taken ovbr by the 
President and was under control of the Director General of Rail¬ 
roads throughout the period January 1, 1918. to February 29, 1920, 
inclusive. The standard return paid to petitioner was arrived at by 
the director general by taking the average annual railway Operating 
income of petitioner for the test period. 


i 

i 
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12 There was no Written contract between petitioner and the 
Government in respect to Federal control, and after peti¬ 
tioner’s property was returned to it on February 29, 1920, petitioner 
and the director general made a lump-sum settlement, as the result 
of which petitioner paid to the director general the sum of $100,- 
000.00. Said settlement was in full of all charges either against or 
in favor of petitioner. 

(g) At the time petitioner’s properties were taken over by the 
Director General of Railroads it had on hand material and supplies 
costing $286,664.26. At the termination of said Federal control 
period the director general turned back to petitioner material and 
supplies the market value of which at that time was $275,912.03. 

In the aforesaid lump-sum settlement petitioner claimed, and the 
director general allowed, as further reimbursement for material and 
supplies taken over, the sum of $61,314.18. The director general thus 
returned to petitioner material and supplies and the equivalent of 
the then market value of $337,226.21. The difference between this 
amount and the cost of material and supplies taken over by the 
director general, or $50,561.95, represents the amount necessary to 
make petitioner whole on the material and supplies taken over by 
the director general in kind. Respondent has included said amount 
of $50,561.95 in taxable net income for 1920. 

(h) In 1920 the Postmaster General paid to petitioner $15,706.62 
as additional compensation for carrying mails in 1916 and 1917; 
$4,000.00 of said amount is included in taxable income as determined 
by respondent. 

(i) On October 1, 1920, petitioner authorized and issued its series 
A bonds, to mature in thirtv (30) years from said date. The at¬ 
torneys’ fees, printing, recording fees, and other expenses in connec¬ 
tion with said bond issue aggregated $19,446.72, all of which was set 
up on petitioner’s books as a deferred charge to be amortized over 
the life of the bonds. The aliquot part of said expense applicable 
to 1920 was $162.06, which respondent has not allowed as a deduction 
in computing income for said year. 

(j) The income-tax rate on corporations was 10 per cent in 1920, 
except that during January and February the rate under the law 
was only 8 per cent on railroad companies, the other two per cent 
being paid by the Director General of Railroads. 

Respondent has computed petitioner’s income tax at the rate 
13 of 10 per cent for the entire year, whereas it should be only 
8 per cent for the first two months of the year. 

6. Wherefore petitioner prays that this board may hear the pro¬ 
ceeding and find : 

(a) That 44 Donations” in the amount of $7,918.02 in 1920 were 
not taxable income. 

(b) That expenditures in the amount of $3,239.73 incurred by 
petitioner in 1920 in transporting its own material over its own lines 
for its own use and charged as 44 Transportation for investment, 
credit,” on its records should be allowed as deductions in computing 
net income. 

(c) That the amount of $822,813.17 received from the United 
States Government under section 209 of the transportation act of 
1920 was not taxable income. 
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(d) That net income, as determined, should be reduced by the 
amounts of $150,196.34 and $82,187.99, as aforesaid. 

1 (e) That the. net income, as determined by the commissioner, 
should be reduced in the amount of $50,561.95, which he Jias in¬ 
cluded therein and designated “ Material and supplies.” 

(f) That back mail pay received by petitioner in 1920 in the 
amount of $4,000.00 should be excluded from income as determined 
by the commissioner. 

(g) That net income as computed should be reduced in the amount 

of $162.06, representing the aliquot part of bond expenses applicable 
to 1920. j 

(h) That the income tax should be computed at only eight (8) 
per cent on the income for January and February, and ten (10) per 
cent on the income for the balance of the year. 

(i) That net income as determined should be increased by the 
amount of $2,226.49, as aforesaid. 

(j) That the net income should be recomputed on tfe basis 
Of the foregoing findings and the tax liabilitv redetermined 

accordingly. 

14 And grant such other relief as petitioner may be entitled to 
or which to the board may seem equitable and proper^ 

Geo. E. H. Goodner, 

General Counsel for Petitioner , 
Address , Mvmey Building , Washington, D. C. 

Of counsel : 

Walter K. Smith, 

Mobile , Alabama . 

15 VERIFICATION 

I 

State of Alabama, 

County of Mobile , ss: 

R. E. DeNeefe, being duly sworn, says that he is the coniptroller 
of the above-named petitioner and as such is duly authorized to 
verify the foregoing petition; that he has read the foregoing petition, 
Or had the same read to him, and is familiar with the statements con¬ 
tained therein, and that the facts stated are true, except as to those 
facts stated to be upon information and belief, and those facts he 
believes to be true. 

(Signed) R. E. De^eefe. 

Subscribed and sworn to before me this 2nd day of April, 1930. 

(Signed) W. H. Duffee, Notary Public . 

16 Docket 24887 ! 

i 

Answer to amended petition , read into record at hearing 

Comes now the respondent, by his attorney, C. M. Charest, General 
Counsel Bureau of Internal Revenue, and for answer to the ^mended 
petition filed in the appeal of Gulf, Mobile & Northern Railroad 
Company, Docket No. 24887, admits and denies as follows: | 

1. Admits the allegations contained in paragraph 1 of the amended 
petition. 
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2. Admits the allegations contained in paragraph 2 of the amended 
petition. 

3. Admits that the taxes in controversy are income taxes for the 
calendar year 1920, but denies the amount in controversy is correctly 
stated therein. 

Paragraph 4, subdivision A: Concedes that error was committed 
as alleged in subdivision A of paragraph 4 of the amended petition. 

Subdivisions B and C of paragraph 4: Denies that error was com¬ 
mitted as alleged in subdivisions B and C, paragraph 4, of the 
amended petition. 

Subdivisions D and E: Concedes that error was committed in sub¬ 
divisions D and E of paragraph 4 of the amended petition. 

Subdivisions F and G: Denies that error was committed as alleged 
in subdivisions F and G of paragraph 4 of the amended petition. 

Subdivision H: Concedes that error was committed as alleged in 
subdivision H of paragraph 4. 

Subdivision I: Admits that the income tax was erroneously com¬ 
puted at the rate of 10 per cent for the entire year 1920, whereas 
it should have been computed at the rate of 8 per cent on the 
IT taxable net income earned during January and February r 
1920, and at a rate of 10 per cent on the net taxable income 
earned during the remaining ten months of 1920. 

Subdivision J: Concedes that error was committed as alleged in 
subdivision J of the amended petition. 

Paragraph 5A: Admits th> allegations contained in paragraph 
5A of the amended petition. 

Paragraph 5B: Admits that the petitioner rendered a timely 
income-tax return for the calendar year 1920, showing no taxable 
income. 

Admits that in February, 1924, the commissioner, after making 
several adjustments, assessed the tax on the calendar year 1920 in 
the amount of $22,896.27. 

Admits that a further deficiency of $14,731.74 is claimed in the 
notice of deficiency from which this appeal was taken. 

Paragraph C: Admits the allegations contained in paragraph 5C. 
Paragraph 5D: Admits that during the year 1920 the petitioner 
transported materials and supplies, etc., of its own from one point 
to another over its own line and for its own use in construction work. 

Admits that under the rules of the Interstate Commerce Commis¬ 
sion the petitioner was required to enter the cost of transporting 
materials and supplies, etc., in an account termed “ Transportation 
for investment, credit.” 

Denies the remaining allegations contained in subdivision D of 
paragraph 5 of the amended petition. 

Paragraph 5E: Admits that the petitioner received the sum of 
$822,813.17 from the United States Government during the year 1920 
under the provisions of section 209 of the transportation act of 
1920 

18 Admits that the commissioner has included this amount 
in gross income in computing the consolidated taxable net 
income for the year 1920, but specifically denies that any error was 
committed in so doing. 

Paragraph 5F: Admits that the petitioner railroad properties 
were taken over bv the President, and were under control of the 
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Director General of Railroads throughout the period January 1, 
1918, to February 29, 1920, inclusive. 

Admits that the standard return compensation paid tlo the peti¬ 
tioner was arrived at by the director general by taking the average 
annual railway operating income of the petitioner and/or its 
predecessor corporation for the test period. | 

Admits that the agreement known as the “standard agreement” 
was not entered into between the petitioner and the Director Gen¬ 
eral of Railroads, but specifically, denies that no written contract of 
any kind was entered into between the parties with respect to the 
Federal control period. 

Admits that after the petitioner’s properties were returned to it 
as of midnight, February 29, 1920, a final settlement was made be¬ 
tween the parties, by which the petitioner paid the director general 
$100,000, but specifically denies that such settlement was 4 lump-sum 
settlement. 

Admits that the settlement was in full of all charges! against or 
in favor of the petitioner. j 

Paragraph 5G: Admits that the cost of the petitioner of materials 
and supplies taken over by the Director General of Railroads as of 
January 1, 1918, was $286,664.26. 

Admits that at the end of the Federal control period tfie director 
general returned materials and supplies to the petitioner valued 
at $275,912.03. j 

19 Admits that in the final settlement between the! petitioner 
and director general in the year 1920 the petitioiier was al¬ 
lowed a sum on account of shortage in units of materials and supplies 
returned over units of materials and supplies taken oVer in the 
amount of $61,314.18. 

Admits that in determining taxable income for the year 1920 the 
respondent has included therein an amount of $50,561.95 ; represent¬ 
ing the excess of the sum of the value of materials afid supplies 
returned by the director general, plus the allowance of! $61,314.18 
1 over the cost of materials and supplies to the petitioner taken over 
by the director general as of January 1,1918. 

Paragraph 5H: Admits the allegations contained in paragraph 5H 
of the amended petition. 

Paragraph 51: Admits the allegations contained in paragraph 51 
of the amended petition. 

Paragraph 5J: Admits that the rate of tax under the revenue act 
of 1918 applicable to income of railroad corporations wfiose prop¬ 
erty were under Federal control was eight per cent fdr the two 
months of 1920 ending February 29, 1920. 

Admits that the respondent has computed the petitioner’s income 
tax at ten per cent for the entire year 1920, whereas it j should be 
computed at 8 per cent on the net taxable income earned during 
January and February of 1920, and at ten per cent on the bet taxable 
income earned during the remaining ten months of 1920. 

Paragraph 6: Denies generally and specifically each and every 
material allegation of fact contained in taxpayer’s petitioh not here¬ 
inbefore admitted, qualified, or denied. 

20 Paragraph 7: The respondent avers that in the final settle¬ 
ment with the Director General of Railroads during the year 
1920 the petitioner was allowed the sum of $75,000 as extra compen- 
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sation for the use of its properties known as the Jackson Extension 
and the Blodgett Branch during the Federal control period, and the 
sum of $56,521.02 representing rental interest on completed additions 
and betterments made to its properties during the Federal control 
period; that the foregoing amounts in the aggregate sum of $131,- 
521.02 constitute taxable income for the year 1920; that the foregoing 
amount has not been included in taxable net income upon which the 
deficiency asserted is based, and that therefore the said amount should 
be included in taxable net income in determining the correct deficiency 
due from this petitioner for the year 1920, or in the determination of 
any overpayment due to the petitioner for said year. 

Wherefore it is prayed that the petitioner’s appeal be denied, and 
that the respondent be granted the affirmative relief herein asked. 

Let the record show this correction: 

Paragraph 5D: I denied a certain portion of that paragraph, in¬ 
cluding the amount which was charged to investment account and 
credited to operating expenses for transportation for investment 
credit. It is admitted that the amount so charged and credited was 
$3,239.73. 

21 Docket No. 24887 

Reply to answer to amended petition , read into record 

Mr. Goodxer: Further pleading with respect to the answer of 
respondent to the amended petition of the Gulf, Mobile and Northern 
Railroad Company, Docket No. 24887, petitioner admits that it re¬ 
ceived $75,000 from the Director General of Railroads in the final 
settlement, which amount was paid as additional compensation in 
respect of the Blodgett Branch and the Jackson Extension; that this 
sum was received in 1920 by the petitioner. 

Denies that all the said amount was taxable income in 1920. 

Petitioner further admits that said amount is not included in in¬ 
come as now determined by the respondent, and answering further 
alleges that this amount was paid in respect of the use of said Blod¬ 
gett and Jackson Branches of director general during the Federal 
control period, and therefore that said amount of $75,000 was com¬ 
pensation during the Federal control period in which these branches 
were in use, and that the amount should be allocated over the period 
according to the time that the branches were in use and that that 
allocation is as follows: 

1918, $9,375. 

1919, $56,250. 

1920, $9,375. 

In other words, petitioner admits that of the $75,000, $9,375 is 
properly—should properly be included in 1920 income. 

Answering further the answer of the respondent, petitioner alleges 
that it received advances from the director general at various times 
throughout the Federal control period, and that there is no specific 
allocation of the $75,000 to any particular time, except that the 
$75,000 was allowed in the final settlement as compensation. 

22 Now, further replying to the amended answer, petitioner 
admits that the final settlement with the director general 

there was allowed to it as rental interest on the additions and better- 
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j 

ments the sum of $56,521.02, but denies that all of said amounts 
should be included in 1920 income. 

Admits that $13,439.61 of said amounts should be included in 1920 
income and that the balance of said amount applies to the Federal 
control period in the following amounts: For 1918, $6,335.56; 1919, 
$36,745.85. 

Petitioner further admits that none of the said amount of the 
$56,521.02 has been included in 1920 income as determined by the 
respondent. 

23 22 B. T. A. — 

i 

United States Board of Tax Appeals 

Docket Nos. 24887, 35898, 38295, 42149, 42150 

Gulf, Mobile & Northern Railroad Company, petitioner 

v. 

Commissioner of Internal Revenue, respondent 

i 

Jackson & Eastern Railway Company, petitioner 

•. ! 

Commissioner of Internal Revenue, respondent 
Meridian & Memphis Railway Company, petitioner 

v- 

Commissioner of Internal Revenue, respondent 

' i 

i 

Findings of fact and opinion 

I 

Promulgated Februarv 20, 1931 

& . 7 

[Stamped:] A true copy. Teste: B. D. Gamble, clerk, U. S. 
Board of Tax Appeals. 

George E. H. Goodner, Esq., and Walter K. Smith, Epq.. for the 
petitioners. 

E. C. Algire, Esq., for the respondent. 

These proceedings have been consolidated for hearing and deci¬ 
sion. The respondent has determined deficiencies in inctome taxes, 
for the vears and in the amounts, as follows: 
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24 Docket No. 24887 

The petitioner. Gulf, Mobile & Northern Railroad Company (here¬ 
inafter referred to as Gulf, Mobile & Northern) makes 10 assign¬ 
ments of error, six of which are admitted by the respondent, leaving 
the following for decision by the board: 

“(b) In computing taxable net income the commissioner has 
erroneously disallowed as a deduction expenditures in the amount 
of $3,239.73, on account of 4 Transportation for investment, credit.’ 

“(c) In computing taxable net income the commissioner has 
erroneouslv included therein $822,813.17, the amount received from 
the U. S. Government under section 209 of the transportation act of 
1920.” 

“(f) In computing taxable net income the commissioner has 
erroneously included therein $50,561.95 as the amount returned to 
petitioner for material and supplies at the end of the Federal con¬ 
trol period in excess of the amount of material and supplies taken 
over dv the director general at the beginning of the Federal control 
period. 

“(g) In computing taxable net income the commissioner has 
erroneously included therein back mail pay allowed in 1920 for the 
years 1916 and 1917 in the amount of $4,000.” 

The six assignments of error admitted by the respondent are as 
follows: 

“(a) In computing taxable net income the commissioner has 
erroneouslv included therein so-called 4 donations ’ to the amount of 
$7,918.02.”* 

“(d) In computing taxable net income the commissioner has 
erroneously failed to allow as a deduction the sum of $150,196.34, 
representing depreciation on equipment sustained during the Federal 
control period and charged to the Director General of Railroads, but 
which was not allowed by him in the final settlement in 1920. 

25 “ (e) In computing taxable income the commissioner has 
erroneouslv failed to allow as a deduction the sum of 

mJ m 

$82,187.99, representing overmaintenance of equipment charged to 
petitioner in the final settlement of 1920.” 

“ (h) In computing taxable net income the commissioner has er¬ 
roneously disallowed expenses in the amount of $162.06 incurred by 
petitioner in connection with the authorization and issuance of 
30-year series A bonds, said amount being the proportionate part 
of the total expense incurred in connection with said issue which 
is applicable to the year 1920. 

“ (i) In'computing the tax liability the commissioner has errone¬ 
ously computed the income tax at 10 per cent of the net income for 
the entire year, whereas for the months of January and February 
the tax should be computed at 8 per cent. 

“ (j) In computing taxable net income the commissioner has 
erroneously failed to include therein the amount of $2,226.49, repre¬ 
senting miscellaneous items of income received by petitioner in the 
final settlement in 1920.” 

The respondent in his answer to the amended petition alleges that 
the net income determined in the deficiency notice should be in¬ 
creased for the following reasons: 
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“ That in the final settlement with the Director General of Rail¬ 
roads during the year 1920 the petitioner was allowed the sum of 
$75,000 as extra compensation for the use of its properties known 
as the Jackson Extension and the Blodgett Branch during the 
Federal control period, and the sum of $56,521.02 representing rental 
interest on completed additions and betterments made to jits proper¬ 
ties during the Federal control period; that the foregoing amounts in 
the aggregate sum of $131,521.02 constitute taxable income for 1920; 
that the foregoing amount has not been included in taxable net 
income upon which the deficiency asserted is based and that, there¬ 
fore, the said amount should be included in taxable net [income on 
determining the correct deficiency due from this petitioner for the 
year 1920, or in the determination of any overpayment due to the 
petitioner for said year.” 

Docket No. 42150 I 

i 

| 

The petitioner, Gulf, Mobile & Northern, makes six assignments 
of error, one of which is admitted by the respondent, leaving 
26 the following for decision by the board: 

“(a) In computing taxable net income for the year 1924 
the commissioner has erroneously disallowed as a deduction listing 
fees on capital stock in the amount of $2,400. 
j “(b) In computing taxable net income for the year 192^ the com¬ 
missioner has erroneously disallowed as a deduction expenditures in 
the amount of $3,283.85 on account of transportation for investment, 
credit. 

“(c) In computing the taxable net income the commissioner has 
erroneously disallowed amortization of bond discount in the amount 
of $4,585.32 for each of the years 1924, 1925, and 1926.” ! 

“(e) In computing the taxable net income for the year 1926 the 
commissioner has erroneously disallowed as a deduction: deprecia¬ 
tion on ways and structures of its subsidiary, the Jackson \& Eastern 
! Railway Company, in the amount of $7,374.87. 

“(f) In computing taxable net income for the years 1924, 1925, 
and 1926, the commissioner has erroneously disallowed as deductions 
! amounts paid to Young Men’s Christian Associations located at di¬ 
vision points on petitioner’s railway system in the amounts of 
$866.67, $1,500, and $750 for the respective years aforesaid.” 

The one assignment of error admitted by the respondent is as 
follows: 

“(d) In computing taxable net income for the years 1925 and 1926 
the commissioner has erroneously included the estimated additional 
mail pay in the amounts of $4,280.29 and $10,200.58, respectively.” 

Docket No. 38295 

The petitioner, Jackson & Eastern Railway Company (hereinafter 
referred to as Jackson & Eastern) makes the following assignments 
of error: 

“(a) In computing the taxable net income for each of the years 
1923, 1924, and 1925, the commissioner has erroneously disallowed. 

158092—33 - 3 
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x. 

27 a deduction depreciation on bridges, trestles, culverts, rails, 
station-office buildings, etc., in the following amounts: 

1923 __$6,938.45 

1924 __ 13,219.18 

1925 __ 17,153.53 

“(b) In computing the taxable net income for the year 1923 the 
commissioner failed to allow as a deduction the amount of net loss 
sustained in 1921 in excess of the income for the year 1922.” 

Docket No. 42149 

The petitioner, Jackson & Eastern, makes two assignments of 
error, one of which is admitted by the respondent, leaving the 
following for decision by the board: 

“(a) In computing the taxable net income the commissioner has 
erroneously disallowed as a deduction depreciation on bridges, 
trestles, culverts, rails, etc., in the amount of $12,187.38.” 

The assignment of error admitted by the respondent is as follows: 

“(b) In computing the taxable net income the commissioner has 
erroneously included estimated additional mail pay in the amount of 
$750.95.” 

Docket No. 35898 

The petitioner. Meridian & Memphis Railway Company (herein¬ 
after referred to as Meridian & Memphis) makes four assignments 
of error, two of which and part of another are admitted by the 
respondent, leaving the following for decision by the board: 

“ (b) In computing consolidated net income the commissioner has 
erroneously disallowed expense deductions in the amount of $10,- 
179.69, which he has termed 4 Transportation for investment, 
credit.’ ” 

“(d) In computing consolidated net income the commissioner has 
deducted a consolidated net loss for 1921: but in arriving at said 
consolidated net loss the commissioner committed the following 
errors: 

“(2) The commissioner has erroneously disallowed a deduction for 
expenses in the amount of $4,958.65, which he terms 4 Transportation 
for investment, credit.’ ” 

28 The assignments of error admitted by the respondent are 
as follows: 

“(a) In computing consolidated net income for 1922 the commis¬ 
sioner has erroneously included therein property received by peti¬ 
tioner as a gift, commonlv termed 4 Donations,’ in the amount of 
$11,327.35 ” 

“(c) In computing consolidated net income the commissioner has 
erroneously failed to deduct bond expenses in the sum of $648.22. 

“(d) In computing consolidated net income the commissioner has 
deducted a consolidated net loss for 1921; but in arriving at said 
consolidated net loss the commissioner committed the following 
errors: 

“(1) The commissioner has erroneously included as income for 
1921 the sum of $14,936.56, representing the value of property re¬ 
ceived by petitioner as a gift, commonly designated 4 Donations.’ 
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44 (3) The commissioner has erroneously failed to allow bond ex¬ 
penses in the amount of $648.22. 

44 (4) The commissioner has erroneously included in Income the 
sum of $51,559.52 on account of Federal control lump-sum isettlement. 

44 (5) The commissioner has erroneously deducted from gross 
income the sum of $150,196.34 as cost of overmaintenance of peti¬ 
tioner’s property while under Federal control.” 

FINDINGS OF FACT 


The petitioner, Gulf, Mobile & Northern, is an Alabama corpora- 
1 tion with its principal office at 71 Conti Street, Mobile, Alabama. 
The petitioner, Jackson & Eastern, is a Mississippi (Corporation 
with its principal office at 71 Conti Street, Mobile, Alabantia. All of 
the capital stock of this company was acquired by the Gjilf, Mobile 
& Northern on August 15, 1926. 

29 The petitioner, Meridian & Memphis, is a Mississippi corpo¬ 
ration with its principal office at 71 Conti Street, Mlobile, Ala¬ 
bama. It is a subsidiary of the Gulf, Mobile & Northern, j 
The Gulf, Mobile & Northern and the Meridian & Meihphis filed 
consolidated returns for 1920, 1921, 1922, 1924, and 1926.| A single 
consolidated return was filed by these three petitioners for 1926, in 
which there was included the income of the Jackson & Eastern for 
! the period August 16 to December 31, 1926. 


Transportation for investment, credit—Issues (b), Dodket 24887, 

42150, 35898, and (d), Docket No. 35898 

During 1920,1921,1922, and 1924 the Gulf, Mobile & Northern and 
Meridian & Memphis transported over their own lines men engaged 
i in, and materials for, construction. As a rule, workmep and ma¬ 
terials were transported by regularly scheduled passenger and reve¬ 
nue freight trains. The expenses of operating such trains are more 
or less constant and are not appreciably affected by transporting em¬ 
ployees and by the additional facilities required to transport materials 
and supplies. 

The Classification of Operating Revenues and Operating Expenses, 
prescribed by the Interstate Commerce Commission, contains the 
following instructions: 

44 General Account VIII, Transportation for investment, Cr.: 

44 This account shall include fair allowances representing the 
30 expense to the carrier of transporting in transportation service 
trains men engaged in, and material used, for construction. 
Amounts credited to this account shall be concurrently charged 
to appropriate property investment accounts.” 

In compliance with the foregoing instructions, the Gulf j Mobile & 
Northern and the Meridian & Memphis credited to accounts desig¬ 
nated 44 Transportation for investment, Cr.” and charged to appro¬ 
priate investment accounts, in 1920, 1921, 1922, and 1924, the sums 
of $1,906,89, $4,958.65, $10,179.69, and $3,283.85, respectively. Such 
sums were determined upon the basis of seven mills per ton-mile for 
materials and supplies transported for construction, that being the 
maximum rate permissible, under the regulations of the ^Interstate 
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Commerce Commission, for determining the amount to be credited to 
u Transportation for investment, Cr.” account. 

In the consolidated returns for the years aforementioned the peti¬ 
tioners claims as deductions the entire expenses incurred in the 
maintenance and operation of the businesses and properties. The re- 
sponent has reduced said deductions by the amounts credited to 
“ Transportation for investment, Cr.’’ accounts in those years. 

Payment under section 209, transportation act of 1920—Issue (c). 

Docket No. 2488T 

The Gulf, Mobile & Northern and the Meridian & Memphis ac¬ 
cepted the provisions of section 209 of the transportation act of 
1920, and in pursuance thereof the Gulf, Mobile & Northern re¬ 
ceived from the United States Government, in 1920, the sum 

31 of $822,813.17. The respondent has held that the payment so 

received constitutes taxable income for 1920. * 

Inventorv adjustment, final settlement with director general—Issue 

(f), Docket 24887 

The properties of the Gulf, Mobile & Northern w’ere taken over by 
the President and were operated by the Director General of Rail¬ 
roads throughout the period January 1, 1918, to February 29, 1920. 
Among the assets and properties taken over by the director general 
was an inventory of materials and supplies which had cost the peti¬ 
tioner $286,664.26. At the c; ■ c'usion of Federal control the director 
general turned back to the p-.itioner an inventory of materials and 
supplies of the market value of $275,912.03. The inventory so 
turned back included a greater quantity of some materials and a 
lesser quantity of other materials than were included in the inven¬ 
tory taken over by that official. Much of the materials in the in¬ 
ventory turned back by the director general was, as to quality and 
relative usefulness, inferior to the material turned over to that 
official at the beginning of Federal control. 

In 1920 the Gulf. Mobile & Northern and the director general 
effected a final settlement of all claims arising out of Federal control 
and operation of the former’s properties, as a result of which the 
petitioner paid to the director general the sum of $100,000. One of 
the claims asserted by the petitioner, and allowed by the director 
general, was for shortages in, and differences in grade and quality 
of, materials and supplies turned back by the director general, 

32 in comparison with the materials and supplies turned over to 
that official at the beginning of Federal control, and amounted 

to $61,314.18. Thus the petitioner received from the director gen¬ 
eral, in 1920, cash and materials and supplies of an aggregate value 
of $337,226.21, which exceeded the cost of the inventory turned over 
to the director general by $50,561.95. The respondent "has held that 
such excess is income for 1920, and accordingly has added $50,561.95 
to income for that vear. 

Back mail pay—Issue (g), Docket 24887 

On December 23,1919, the Interstate Commerce Commission made 
a report setting forth the basis on which the Gulf, Mobile & North- 
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ern and other railroads were entitled to certain additional compen¬ 
sation for transporting United States mails. As a result of that 
report, there was paid to the petitioner, in 1920, the sum of $15,- 
766.62, additional compensation for the period June 30, 1916, to 
December 31, 1917. The award of the Interstate ComrUerce Com¬ 
mission was rendered in Railway Mail Pay (56 I. C. C. 1) pursuant 
to the provisions of sections 5 and 6 of the act of July 28, 1916, Post 
Office Appropriation (39 Stat. 412, 425). The respondent has held 
that of the total amount so paid to the petitioner $4,000 constitutes 
taxable income for 1920. 

l 

j 

Additional compensation, final settlement with director general— 

Respondent’s answer, Docket 24887 

i 

Prior to Federal control the Gulf, Mobile & Northern commenced 
the construction of a 25-mile branch line, known as the Blodgett 
Branch, between McLean and Pieve, Mississippi, afid a 40-mile 

33 extension of its lines, known as the Jackson Extension, be- 

! tween Middleton and Jackson, Tennessee. Both of j these proj¬ 

ects were completed and placed in operation during the period of 

l Federal control. In the final settlement with the director general, 
the petitioner was allowed additional compensation, in respect of 
these two projects, of $75,000. Both of these project.^ had been 
undertaken for the purpose of removing vast quantities of timber 
! from virgin territories; and the compensation allowed in the final 
settlement, which was in addition to the compensation ^ased upon 
the standard return for the test period, was based upon ^n estimate 
I of the earnings which would have accrued to the petitioner, during 
that part of the Federal control period after the projects ^ere placed 
in operation, had it been permitted to operate the projects itself. No 
part of the additional compensation of $75,000 has been included by 
the respondent in income for 1920. If the board concludes that this 
additional compensation was earned during, and is properly to be 
accounted for as income of, the period of Federal control after the 
projects were completed and placed in operation, the portion thereof 
applicable to 1920 is $9,375. 

Rental interest on completed additions and betterments, ^inal settle¬ 
ment with director general—Respondent’s answer, Docket 24887 

In the final settlement with the director general in 1926 the Gulf, 
Mobile & Northern was allowed rental interest on additions and bet¬ 
terments completed during the period of Federal control in the 
amount of $56,521.02. The rental interest was computed on each 
individual project at the rate of 6 per cent per annum from 

34 the date the project was completed and placed in operation to 
the end of Federal control, and was allowed in addition to 

the compensation based upon the standard return for the test period. 
No part of this rental interest of $56,521.02 has been included by the 
respondent in income for 1920. If the board concludes that this 
rental interest was earned during, and is properly to be accounted 
for as income of, the period of Federal control, the portion thereof 
applicable to 1920 is $13,439.61. 

I 

I 
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Income for 1920 subject to tax rates of 8 and 10 per cent—Issue (i), 

Docket 24887 

At the hearing the following stipulation was made by the parties: 

“ That the consolidated net income for 1920, as shown by the de¬ 
ficiency notice in Docket No. 24887, the appeal of the Gulf, Mobile & 
Northern Railroad Company, in the amount of $378,280.05, was 
earned as follows: For the two months of January and February, 
1920, $18,132.09? for the ten months, March 1 to December 31, 1920, 
$360,147.96. The purpose of this stipulation is to fix the basis for 
applying the rate of tax applicable to the ten months. 

* It is further stipulated that the adjustments which may be made 
as a result of the appeal in Docket 24887 will not affect the income 
for the two months, but will affect the income for the ten months, 
except the board find that the additional compensation of $75,000 
shall be spread ratably to the various control periods, in the amount 
stipulated, and shall also find that the rental interest shall be allo¬ 
cated over the fiscal control period in the amounts agreed to, then and 
in that case the amounts which apply to 1920 will affect the income 
for the two months of January and February, 1920.'’ 

Stock-exchange fee—Issue (a). Docket 42150 

When the Gulf, Mobile & Northern was reorganized in December, 
1916, its stockholders entered into a voting trust agreement which 
was to extend to January 1, 1925. It was agreed that upon 
35 the termination of the voting trust the stock of the company 
would be listed on the New York Stock Exchange, and this 
was done in 1924. The respondent has disallowed a deduction of 
$2,400, claimed by the petitioner in its return for 1924, as the cost 
of listing its stock on the exchange. 

Amortization of bond discount—Issue (c), Docket 42150 

At various dates between 1913 and 1916 the Meridian & Memphis 
sold its 30-vear 5 per cent gold bonds, of a total face value of $675,- 
000, to the Equitable Loan & Mortgage Company, of Mobile, at a dis¬ 
count of approximately $131,000. At the time the Gulf, Mobile & 
Northern acquired the capital stock of the Meridian & Memphis the 
bonds of the latter were pledged as collateral for certain collateral 
trust notes of the Equitable Loan & Mortgage Company. These 
notes fell due during the period of Federal control and were taken 
up by the War Finance Corporation. At the end of Federal control 
the Gulf. Mobile & Northern settled with the War Finance Corpora¬ 
tion for the notes and took over the bonds pledged as collateral 
thereto at a cost of $636,000. Each year the Meridian & Memphis 
has charged off on its books l/30th of the discount on its bonds', and 
in its returns for 1924,1925, and 1926 claimed deductions for amor¬ 
tization of bond discount, each in the amount of $4,585.32. These 
deductions have been disallowed by the respondent in determining 
consolidated net income. 
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! Depreciation of ways and structures—Issues (e), Docket} 42150, and 

(a), Dockets 38295 and 42149 

i 

The Jackson & Eastern was organized in 1916 by S. A. j Neville for 
the purpose of constructing a railroad about 71 mil^s in length 

36 between Union and Jackson, Mississippi. All of the capital 
stock of this company was owned by Neville until he sold the 

same to the Gulf, Mobile & Northern Railroad Company on August 
15,1926. 

Neville attempted to interest several of the large railroad systems 
in the project proposed to be undertaken by the Jackson! & Eastern. 
The territory which was to be served by the proposed road was 
approximately 40 miles wide and 70 miles long, and was entirely 
without transportation facilities. However, none such systems could 
be induced to assist in the project and Neville proceeded £o build the 
road with his own limited means. The road was built a^ cheaply as 
possible and in a very crude manner. To the fullest extent possible 
it was constructed from materials along or adjacent to tjhe right of 
way. The roadbed was a dirt embankment and was not ballasted; 
secondhand rails, of 60-pound weight, were used; frogs ajnd switches 
were used which had not been made special for the rails, [with conse¬ 
quent imperfections in fit and looseness of joints; bridges ^nd trestles 
were constructed of unseasoned oak and pine; culverts were made of 
boxes built from other unseasoned native woods; office buildings, sta¬ 
tions. tool houses, and other roadway buildings were coristructed of 
No. 2 common yellow pine and, except for the exteriors [of stations, 
none w’ere painted; water stations consisted of corrugated galva- 
nized-iron tanks supported b} r native pine timber; fuel Rations, for 
storing coal for locomotives, were just platforms built of native pine 
timber; and shops and engine houses consisted merely of j native oak 
poles supporting roofs, some of which were made of corrjigated iron 
and the rest were made from No. 2 common yellow pineL 

While every effort was made to keep the ways and structures 

37 in as good operating condition as possible, deterioration was 
very rapid because of the crude construction, arid was not 

arrested by maintenance and repairs. On August 15, 1926, when the 
Gulf, Mobile & Northern acquired the capital stock of ttie Jackson 
& Eastern, the ways and structures were in a very poor condition and 
practically in a salvage stage. Immediately after that date the Gulf, 
Mobile & Northern undertook the rehabilitation of the road and 
entirely rebuilt it during the ensuing 10-month period. Puring the 
period of rebuilding the road was kept open for the operation of 
trains. None of the materials of the abandoned ways ana structures 
was used in rebuilding; everything except the roadbed wafc discarded 
and scrapped. 

The following is a statement .of the cost of the varioils items of 
ways and structures, as of the close of each of the years 1^20 to 1925, 
inclusive, and as of August 15, 1926: 


I 
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Description 


Other track material. 

Station and office buildings. 

Roadway buildings. 

Water stations. 

Fuel stations. 

Shops and engine houses.... 
Roadway machines. 


Totals. 


Description 


Rails. 

Other track material .. 


Roadway buildings. 

Water stations. 

Fuel stations. 

Shops and engine houses. 
Roadway machines. 


Totals. 126,227.20 


1920 

1921 

$2,558.05 
47, 740.46 
8,858.36 
8,721.50 
129.70 
2,435.45 
257.88 
679.61 
846.67 

$2,790.85 
47,695.46 
8.85S. 36 

8,950.38 
129.70 

2, 519.81 
257.88 
745.33 
846.67 

72,227.68 

72,794.44 

1923 

1924 

$13.497.29 
72,654. 79 
12.874.05 
12,556.62 
129.70 
2,519.81 
257. S8 
823.46 
10.913.60 

$23,107. 79 
93.315.S5 
16.005.40 
12.872.15 
129.70 
3.628.24 
257.88 
823.46 
11,406.57 

126,227.20 

161, 547.14 



$11,306.87 
64, 585.34 
10,392.96 
9,063.64 
129.70 
2, 519.81 
257.88 
797.58 
956.39 


101,010.17 



$30,783.17 
107,406.99 
21,011.55 
14,447.83 
620.80 
3,585.30 
257.88 
4,059. G3 
11.645.38 


193,818. 53 



Description 


August 15, 
1926 


Fuel stations. $328.91 

Shops and engine houses. 7,140.84 

Roadway machines.. 12,139.97 

Total. 198,019.67 


The following statement shows the average life of each item com¬ 
prising the petitioners investment in ways and structures, when 
kept up by normal repairs and maintenance: 


Description 


Average 

life 


Bridges, trestles, and culverts. 8 years. 

Rails. 10 “ 

Other track material. 10 44 

Station and office buildings. 20 “ 

Roadway buildings. 20 44 


Description 


Average 

life 


Water stations. 10 years. 

Fuel stations. 10 “ 

Shops and engine houses. 10 44 

Roadway machines. 6 44 


The composite average life of petitioner's ways and structures is 


i u vears. 

In computing net income for 1921 to 1925. inclusive, for the period 
January 1 to August 15, 1926, and for the period August 16 to 
December 31, 1926, the Jackson & Eastern claimed deductions for 
depreciation of ways and structures, in the following amounts: 


Year or period 



Depreciation 

claimed 


$1,749.72 
1,767. 27 
6,938.45 
13,219.18 


Year or period 


1925. 

1/1/26 to 8/15/26... 
8/16/26 to 12/31/26. 


Depreciation 

claimed 


$17,153.53 
12,187.38 
7,374.87 
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39 The respondent has disallowed the depreciation deductions 
claimed by the petitioner for the years 1923, 1924, and 1925, 
and for the two periods January 1 to August 15, 1926, arid August 16 
to December 31, 1926. 


Net loss for 1921, Jackson & Eastern—Issue (b), Docket No. 38295 


The books of the Jackson & Eastern show a loss for 1921 of 
$6,298.37, and a net income for 1922 of $5,684.86. The petitioner re¬ 
ported an alleged statutory net loss of $1,567.41 in it^ return for 
1921, and a net income of $5,684.86 in its return for 1922. The dif¬ 
ference in the net loss reported in the return for 1921 and that re¬ 
flected by the petitioner’s books of account, which is $4,730.96, rep¬ 
resents an alleged loss charged off on the books on account of the 
retirement of certain equipment, but not claimed as a deduction in 
the return. In arriving at the net loss for 1921 and th£ net income 
for 1922, the petitioner made deductions for depreciation of ways 
and structures in the amounts of $1,749.72 and $1,7^7.27, respec¬ 
tively. No part of the net loss sustained for 1921 has b£en deducted 
by the respondent in determining the net income of 192^. 


Donations to Y. M. C. A.’s—Issue (f), Docket Ncj. 42150 

During 1924, 1925, and 1926 the Gulf, Mobile & Nojrthern made 
contributions to several Y. M. C. A.’s located at division terminal 
points. These institutions were not so-called “ Railtoad Y. M. 
C. A.’s ” and were not maintained on company property, but were 
located at central points in towns of 18,000 to 35,000 population and 
were open to the general public. The petitioners employees 
40 are not dependent upon these institutions for layLover accom¬ 
modations; there are other facilities available fpr such pur¬ 
poses. However, the employees do avail themselves of the facilities 
of these institutions and are furnished a class of amusement, enter¬ 
tainment, and recreation that is very beneficial to theifi. The com¬ 
pany also frequently makes use of such facilities for staff meetings 
and employees “ get-together ” meetings. In its returns for 1924 r 
1925, and 1926 the petitioner claimed deductions for sijch contribu¬ 
tions in the amounts of $866.67, $1,500, and $750, respectively. The 
deductions have been disallowed by the respondent. 

Consolidated net loss for 1921—Issue (d), Docket 35898 


The respondent determined that the Gulf, Mobile & Northern and 
the Meridian & Memphis sustained a consolidated net loss for 1921 
of $147,753.83, and has deducted such net loss from the jconsolidated 
net income for 1922. In arriving at the consolidated j net loss for 
1921 the respondent reduced the operating expenses by the amount 
credited in that year to “ Transportation for investment, Cr.” ac¬ 
counts, to wit, $4,958.65. 

At the hearing the following stipulation was made by the parties: 

“ That the net income of the Meridian & Memphis Rjul^ay Com¬ 
pany for the year 1922 is $18,461.06, and that none of the adjust¬ 
ments which may be made as a result of this appeal ip Docket No. 
35898 will affect the income of the Meridian & Memphis:” 


158992 — 33 - 
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OPINION 

Trammell: Several assignments of error have been admitted by 
the respondent, necessitating adjustments in the net income deter¬ 
mined in the deficiency notices, as follows: 

41 Docket No. 24887 

Net income for 1920 should be deducted (1) by $7,918.02 on account 
or “ so-called * Donations ’ ”; (2) by $150,196.34, on account of “ De¬ 
preciation on equipment ” sustained during the Federal control 
period and charged to the Director General of Railroads, but which 
was not allowed by him in the final settlement in 1920; (3) by 
$82,187.99, on account of “ Overmaintenance charged to petitioner 
in the final settlement of 1920”; (4) by $162.06, on account of 
amortization of bond discount; and net income should be increased 
by $2,226.49, on account of “ Miscellaneous items of income received 
by petitioner in the final settlement in 1920.” Also, the respondent 
admits error in having computed the tax for 1920 at the rate of 
10 per cent upon the entire net income, conceding that the tax upon 
the net income earned during the two months of Federal control, 
January and February, should be computed at the rate of 8 per 
cent. The tax will be computed accordingly in the final order of 
redetermination. 

Docket No. 42150 

Net incomes for 1925 and 1926 should be reduced by the amounts 
of $4,280.29 and $10,200.58, respectively, on account of additional 
mail pay received in those years for 1916 and 1917. 

Docket No. 42149 

Net income for the period January 1 to August 15, 1926, should 
be reduced by $750.95, on account of additional mail pay received 
in that period for 1916 and 1917. 

42 Docket No. 35898 

Net income for 1922 should be reduced (1) by $11,327.55, on 
account of “Property received by petitioner as a gift”; and (2) 
by $648.22, on account of amortization of bond discount. The con¬ 
solidated net loss for 1921, which respondent has deducted from 
consolidated net income for 1922, should be increased (1) by $14,- 
936.56, on account of u Property received by petitioner as a gift ”; 
(2) by $648.22, on account of amortization of bond discount; (3) 
by $51,559.52, “ on account of Federal control lump-sum settle¬ 
ment”; and decreased by $150,196.34, on account of “Overmainte¬ 
nance of petitioner’s property while under Federal control.” 

Transportation for investment, credit—Issues (b). Dockets 24887, 

42150, 35898, and (d), Docket 35898 

Petitioners, Gulf, Mobile & Northern and Meridian & Memphis, 
complain of respondent’s action in reducing the deductions claimed 
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for operating expenses for 1920,1921,1922, and 1924 by!the amounts 
credited in those years, under regulations of the Interstate Com¬ 
merce Commission, to accounts designated on their books, 44 Trans¬ 
portation for investment, credit.” 

The evidence shows that during the years in controversy the peti¬ 
tioners transported men and materials over their own lines for 
construction purposes; that such transportation was accomplished, 
as a rule, by regularly scheduled freight and passenger trains and 
did not involve additional equipment and service expense; that the 
expenses of operating such train facilities are more or less constant 
and are not appreciably affected by transporting such Workmen and 
materials; and that the amounts credited, in the years! in question, 
to 44 Transportation for investment, credit ” accounts are arbitrary, 
represent the maximum amounts which could be credited to 

43 such accounts under regulations of the Interstate Commerce 
Commission, and consequently may or may not bear a true 

relation to the cost of such transportation. On these facts we are 
asked to set aside the respondent’s determination and permit the 
deduction of the amounts in question in computing consolidated 
net income for 1920, 1922, and 1924, and the consolidated net loss 
for 1921. 

* The precise question raised here was considered by fhe board in 
-Great Northern Railway Company (8 B. T. A. 225). Tjiere we held 
that the cost of transporting men engaged in, and materials to be 
used for new construction constituted a capital expenditure and not 
a proper deduction in computing taxable net income, i In this the 
board was affirmed by the Circuit Court of Appeals, Eight Circuit. 
(Great Northern Railway Company v. Commissioner | of Internal 
Revenue, 40 Fed. (2d) 372.) Confessedly, some expense Was incurred 
in transporting workmen and materials for construction purposes; 
and it is admitted by both parties that the amounts j credited to 

44 Transportation for investment, credit ” accounts and! charged to 
•capital, on account of such transportation, are arbitrary and repre¬ 
sent the maximum amounts which could be so treated under the 
regulations of the Interstate Commerce Commission. 1^ this situa¬ 
tion the burden rested upon the petitioners to show that the costs 
of such transportation are less than the amounts shown on the books 
of account, but the evidence falls far short of establishing the fact. 
The evidence does not do more than show that the cpst of such 
transportation, in any particular instance, may be but a. negligible 
factor, in the sense tnat the more or less constant Expenses of 

operating the facilities by means of which such transportation 
44 is usually accomplished are not appreciably affected- A some¬ 
what similar situation was encountered in Great Northern 
Railway Company, supra, and the circuit court, in commenting there¬ 
on, spoke as follows: 

44 The appellant contends that it was put to no additional expense 
in transporting the few men at a time on a regular passenger train 
as this involved no additional equipment or service expense because 
the trains upon which the transportation occurred would have been 
run in the same way whether these workmen were carried or not. 
A similar contention is made concerning the carriage of material 
except that appellant makes a rather grudging concession that the 
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sum of $41,799.45 might be apportioned to this because of the cost 
of repairs to freight cars, fuel, and water for steam locomotives, and 
electric power for electric locomotives. * * * The entire evidence 

and argument seem merely to show that there is an actual expense for 
transporting the men and material, but that the amount of such 
expense cannot possibly be ascertained with anything like approxi¬ 
mation, but must be estimated rather vaguely. This difficulty is 
evidently what led the commission to fix a definite maximum which 
it would allow, without examination, for such purposes. Unquestion¬ 
ably, that maximum was the result of investigation and intended to 
represent an estimate of the average for such costs. This appellant 
adopted that maximum. 1 According to its own evidence, it did so 
‘ as representing reasonable allowances for the value of these services/ 
If there was an advantage in its selection of that basis it got the 
advantage thereof in its capital account upon which its rates would 
be based. It cannot now say that such entry in its own books for 
that purpose is not competent evidence of the facts supposed to be 
represented thereby. The burden is upon if to show that such were 
less. 


Here the petitioners adopted the maximum amounts which, under 
the regulations of the Interstate Commerce Commission, could be 
treated as capital investment, and such amounts must be permitted to 
stand until it is shown by clear and convincing evidence that the 
actual costs of transportation incurred are less than the amounts 
reflected by the books. On this issue we find no proper grounds for 
disturbing the respondent’s a ;ion. 


45 Payment under section 209, transportation act of 1920—Issue 

(c), Docket 24887 


The petitioner contends that the amount which it received from 
the United States Government pursuant to section 209 of the trans¬ 
portation act of 1920 does not constitute taxable income. It argues 
that the amount received does not come wdthin the definition of gross 
income set out in the statute nor within the scope of the definition 
of income in the sixteenth amendment as laid down by the Supreme 
Court. The pertinent provisions of section 209 of the transportation 
act are as follows: 

“ The term 4 guaranty period ’ means the six months beginning 
March 1,1920. 

“The term ‘test period’ means the three years ending June 30, 
1917; and 

“The term ‘railway operating income’ and other references to 
accounts of carriers by railroad shall, in the case of a sleeping car 
company, be construed as indicating the appropriate corresponding 
accounts in the accounting system prescribed by the Commission. 

“(b) This section shall not be applicable to any carrier which 
does not on or before March 15, 1920, file with the Commission a 
written statement that it accepts all the provisions of this section. 
“(c) The United States hereby guarantees— 

“(1) With respect to any carrier with which a contract (exclu¬ 
sive of so-called cooperative contracts or waivers) has been made 
fixing the amount of just compensation under the Federal Control 
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Act, that the railway operating income of such carrier for the guar¬ 
anty period as a whole shall not be less than one-half thq amount 
named in such contract as annual compensation, or, where, the con¬ 
tract fixed a lump sum as compensation for the whole deriod of 
Federal operation, that the railway operating income of such carrier 
for the guaranty period as a whole shall not be less than an amount 
which shall bear the same proportion to the lump sum sol fixed as 
six months bears to the number of months during which such carrier 
was under Federal operation, including in both cases the increases 
in such compensation provided for in section 4 of the Federal Control 
Act; 

46 “ (2) With respect to any carrier entitled to just compensa¬ 

tion under the Federal Control Act, with which such $ contract 
has not been made, that the railway operating income of such carrier 
for the guaranty period as a whole shall not be less than oije-half of 
the annual amount estimated by the President as just compensation 
for such carrier under the Federal Control Act, including the in¬ 
creases in such compensation, provided for in section 4 of [the Fed¬ 
eral Control Act. If any such carrier does not accept the President’s 
estimate respecting its just compensation, and if in proceedings under 
section 3 of the Federal Control Act it is determined that) a larger 
or smaller annual amount is due as just compensation, the ! guaranty 
under this paragraph shall be increased or decreased accordingly ; 

“(3) With respect to any carrier, whether or not entitled to just 
compensation under the Federal Control Act, with which sijich a con¬ 
tract has not been made, and for which no estimate of just compen¬ 
sation is made by the President, and which for the test period as a 
whole sustained a deficit in railway operating income, the guaranty 
shall be a sum equal to (a) the amount by which any deficit in its 
railway operating income for the guaranty period as a ivhole ex¬ 
ceeds one-half ox its average annual deficit in railway Operating 
income for the test period, plus (b) an amount equal to on^-half the 
annual sum fixed by the President under section 4 of the Federal 
Control Act; 

“(4) With respect to any carrier not entitled to just compensation 
under the Federal Control Act, which for the test period as a whole 
had an average annual railway operating income, that the railway 
operating income of such carrier for the guaranty period as a whole 
shall not be less than one-half the average annual railway operating 
income of such carrier during the test period. 

“(d) If for the guaranty period as a whole the railway operating 
income of any carrier entitled to a guaranty under paragraph (1), 
(2) or (4) oi subdivision (c) is in excess of the minimum railway 
operating income guaranteed in such paragraph, such carrier shall 
forthwith pay the amount of such excess into the Treasury of the 
United States. If for the guaranty period as a whole the" railway 
operating income of any carrier entitled to a guaranty ufider para¬ 
graph (3) of subdivision (c) is in excess of one-half of the annual 
sum fixed by the President with respect to such carrier under section 
4 of the Federal Control Act, such carrier shall forthwith pay the 
amount of such excess into the Treasury of the United States. The 
amounts so paid into the Treasury or the United States shall be 
added to the funds made available under section 202 for the purposes 
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indicated in such section. Notwithstanding the provisions of this 
subdivision, any carrier may retain out of any such excess any 
amount necessary to enable it to pay its fixed charges accruing dur¬ 
ing the guaranty period. 

“(e) For the purposes of this section railway operating 

47 income, or any deficit therein, for the test period shall be com¬ 
puted in the manner provided for in section 1 of the Federal 

Control Act. 

“(f) In computing railway operating income, or any deficit therein, 
for the guaranty period for the purposes of this section— 

******* 

“(4) There shall not be included any taxes paid under Title I or II 
of the Revenue Act of 1917, or such portion of the taxes paid under 
Title II or III of the Revenue Act of 1918 as by the terms of such 
Act are to be treated as levied by an Act in amendment of Title I or 
II of the Revenue Act of 1917; and * * 

Pursuant to the proclamation of the President issued December 
24, 1919, all railroads and systems of transportation were released 
from Federal control on the first of March, 1920, and turned back to 
their respective owners. The guaranty payments under section 209 
were no part of the payments made by the Government to the rail¬ 
roads on account of the operation under the Federal control act of 
1918 as just compensation for the taking of property for public use. 
Any and all such liability which the Government incurred or was 
under to the railroads as the result of Federal control was either 
adjusted or was subject to adjustment independent of section 209 of 
the transportation act. 

Perhaps the best statement of the purpose of the pavments con¬ 
templated under section 209 of the transportation act is found in the 
words of Mr. Justice Brandeis in the case of United States v. Guar- 
antv Trust Company of New York et al. (280 U. S. 478), where he 
said : 

“ These appropriations were made in order to meet a present need. 
At the time of the passage of transportation act, 1920, most of the 
railroads of the United States lacked funds for necessary improve¬ 
ments. equipment, and expense of facilities. Some of the carriers 
needed funds also to meet maturing obligations. The credit of many 
carriers was seriously impaired. There was a general reluctance 
among investors to purchase new railroad securities even on 

48 the strongest railroads. Congress deemed it important to 

preserve for the nation substantially the whole existing trans¬ 
portation system. * * * In order to accomplish this, it was 

thought necessary that the United States should, to a certain extent, 
finance the carriers until it would become possible to restore their 
credits by increase of rates or otherwise. The provisions of Title II 
of transportation act, 1920, were framed to that end.” 

The United States Supreme Court in the case of Akron C. & Y. 
Co. v. United States (261 U. S. 184), with reference to the payments 
by the Government to the railroad under section 209, stated as 
follows: 

“ The credit of the carriers as a whole had been seriously impaired. 
To preserve for the nation substantially the whole transportation 
system was deemed important. By many railroads funds were 
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needed, not only for improvement and expansion of facilities but 
for adequate maintenance. On some, continued operation would be 
impossible unless additional revenues were procured.” 

The Interstate Commerce Commission, in Finance Pocket No. 
1176 (70 I. C. C. 115), in a decision rendered July 12,j 1921, with 
respect to the nature of the guaranty payments under section 209, 
said: 

44 The guaranty under section 209 is wholly independent of any 
damages which the carriers may have suffered by reason of the 
temporary taking of their property during the period jof Federal 
control. For all such damages the Government must Render just 
compensation; and by their acceptance of the provisions of section 
209 the carriers have in no way surrendered or abated any claims 
arising out of Federal operation. The guaranty therefore was not 
founded upon a legal obligation, * * 

The purpose of the payments to the railroads under th^ above act 
is also shown by statements of the members of the committees in 
Congress in charge of the bill in the course of its passage; and resort 
may be had to these statements as indicating the purpose of this 
legislation. (Wisconsin Railroad Commission v. C. B. & Q. R. R. 
Company, 257 U. S. 562; Duplex v. Deering, 254 U. S. 443; United 
States v. St. Paul, M. & N. Railroad Company, 247 jU. S. 310.) 

49 Representative Dennison, a member of the committee in 
charge of the bill, stated as follows (Congressional Record, 

vol. 58, pt. 8, p. 8458): j 

44 The great thing that the railroads will need in the! immediate 
future is credit, and this guaranty provision in the bill is intended 
largely to reestablish their credit in the markets of the wprld.” 

It appears from the history of the legislation, the statenjients of the 
United States Supreme Court, and the discussions by ipembers of 
the committees in charge of the passage of the bill in Congress, that 
the primary purpose of the guaranty payments was to | reestablish 
the credit of the railroads. The reestablishment of their credit would 
enable them to sell securities to obtain necessary funds needed in 
their operations, as well as for securing improvements and equip¬ 
ment. As a means of establishing this credit to the railyoads their 
railway operating income was guaranteed to be a certain amount. It 
is a matter of public knowledge that the expenses of operation of the 
railroads had oeen materially increased during the Federal-control 
period on account of the increased compensation of employees and 
higher costs of supplies; that freight and passenger rat^s had not 
been adjusted to meet- this additional expense; that under Federal 
control the routes of carriers had been changed in order to permit the 
most direct route of transportation; that the cars and other facilities 
had become scattered; and that other factors existed at the time of 
the turning the operation of the railroads back to thpir owners 
which would materially affect their income-producing power. Con¬ 
gress took into consideration the condition of the roads caused 
largely by the Federal control. Under section 209 of the 

50 transportation act the Government guaranteed a stabilized 
and certain income to the carriers during the guaranty period, 

which was the six months beginning March 1, 1920. This was a 
period of readjustment. It was necessary that something )be done by 
Congress in order to assure the efficient operation of the railway sys- 


i 
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terns. In order to accomplish this purpose, their credit had in some 
means to be reestablished. If, instead of guaranteeing the railway 
operating income, Congress had increased rates to accomplish the 
same result, of course, no question of taxability of the increased 
revenue could have arisen. 

The establishment of the credit of the railroads through the guar- 
antv pavments enabled the railroads to make a certain definite 
amount of railway operating income. This was for the purpose of 
establishing credit through the means of enabling the owners of rail¬ 
road securities to secure a definite return upon their securities. The 
guaranteed earning power was a stabilizing factor. If the railway 
operating income was less than a certain amount, the Government 
would make up the difference, so that in any event the railroad’s 
operating income of which its owners and security holders would 
receive the benefit, would have been not less than its average railway 
operating income for the test period, that is, for the three vears ended 
June 30, 1917. 

The deficiency in railway operating income was made up by the 
guaranty instead of by the shippers and traveling public. It does 
not seem to be materiai from what source the deficiency was made up, 
if it was in fact the railway operating income which was made up. 
If the payments by the Government did not form a part of the rail¬ 
way operating income, then the provisions of the statute still 
51 have not been met. because the Government guaranteed that 
that income would be a certain amount. The income received 
in due course from freight and passenger traffic and the amounts re¬ 
ceived from the Government together made up the operating income, 
so that in the end the railroads had their railway operating income in 
the guaranteed amount. 

We do not think that it can be successfullv contended that the Gov- 
ernment voluntarily made the payments as gifts without any con¬ 
sideration. If they were mere gratuities or bounties, there would be 
serious question as to their constitutionality. (See United States v. 
Realty Co., 163 U. S. 247; U. S. ex rel. Miles Planting & Mfg. Co. v. 
Carlisle, 5 D. C. App. 138; Field v. Clark, 143 U. S. 649.) The 
benefits flowing to the country as a whole, the recognition of the 
condition of the railroads brought about largely through Federal 
control, the equitable and honorary obligation on the part of the 
Government, the mutuality of the arrangement between the Govern¬ 
ment and the railroads are factors which can not be ignored. If 
one person, for considerations deemed by him to be sufficient, agrees 
with another that such person’s income would not be less than a 
certain amount and makes payments to such person to make good 
any deficiency, it is difficult to see under what theory such amounts 
would not be income to the person receiving the payments. If one 
person’s profits are guaranteed by another if not received by a cer¬ 
tain source, they are still profits it received from the guarantor. 

It is to be observed that section 209 makes no provision that such 
payments by the Government shall be exempt from income tax. 
Congress undoubtedly had the option to pay the full amount of the 
deficit in railway operating income or any part thereof, considering 
in this connection such amount of income below the guaranteed 
amount as being a deficit, and subject said payments to tax the same 
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as any other income, or to pay the railroads a smaller s^im less what 
the tax would have been on a larger sum paid. 

52 It seems clear that Congress chose the former method instead 
of the latter. The provision in subsection (f) (^) of section 

209 that in computing railway operating income or any deficit therein 
for the guaranty period certain taxes could not be included is an indi¬ 
cation that Congress did not leave out of consideration the question 
of taxes in determining the railway operating income and apparently 
intended that any payments by the Government should! be governed 
by whatever statutory provisions that might be applicable. While 
making provision with respect to taxes, if Congress had intended 
that any payments by the Government were to be exempt could 
have made specific provision therefor in unmistakable language. 
Clearly the language used is not an express exemption^ nor can we 
construe the provision as indicating an intention to [ exempt the 
Government payments from the tax; yet, if there is doubt or ambi¬ 
guity on the question, statutory exemption from tax should be con¬ 
strued strictly in favor of the Government and against the exemp¬ 
tion (see Lewellyn v. Harbison, 31 Fed. (2d) 740 (Circjuit Court of 
Appeals, third circuit); Bank of Commerce v. Tennessee, 161 U. S. 
134), an entirely different rule from that with respect to the impo¬ 
sition of taxes. The method of taxation of railroads and the fact 
that they were given some concession with respect to taxes imposed 
by section 230 of the revenue act of 1918 in our opinion throws no 
light on the question. (See New York, Ontario & Western Rv Co., 
1 B. T. A. 1172). If it be contended that it was net railway operate 
ing income which was guaranteed, that Federal taxes!must be de¬ 
ducted before that net income can be determined and conse¬ 
quently that unless the Government in effect bore the tax, the 

53 net income had not been made up by the Government, we 
think that this contention is answered by the provision of the 

statute that the Federal taxes paid should not be included in deter¬ 
mining the income during the guaranty period. 

The same argument might be made as to the just Compensation 
during the Federal control period. It might be contended that 
the carrier had not received the amount of the just Compensation 
represented by guaranteed or agreed payments unless federal taxes 
had been deducted in determining railway operating ijncome. But 
we think that section 1 of the Federal control act, providing that 
“ Every such agreement [between the Government and Carrier] shall 
provide that any Federal taxes under the Act of October third, 
nineteen hundred and seventeen, or Acts in addition tjhereto or in 
amendment thereof, commonly called war taxes, assessed for the 
period of Federal control beginning January first, nineteen hundred 
and eighteen, or any part of such period, shall be paid bjp the carrier 
out of its own funds, or shall be charged against or deducted from 
the just compensation * * *, ? ’ makes it clear that the taxes im¬ 

posed by section 230 of the revenue act of 1918 as it referred to car¬ 
riers were intended to be paid by them, and section 209 (f) (4) of 
the transportation act was apparently put in that act to i^iake it plain 
that Congress did not intend indirectly to relieve the carriers of that 
tax by making greater payments under the guaranty provisions for 
the six-month period following Federal control, and indicates that 
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it was railway operating income in a specifically restricted sense 
which was guaranteed. 1 If taxes are to be deducted in comput¬ 
ing railway operating income under regulations of the Inter- 

54 state Commerce Commission as a general rule (see New York 
Ontario & Western Ry. Co., supra), insofar as the Govern¬ 
ment payments to carriers are concerned, Congress saw fit in section 
209 to provide otherwise and to make it clear that it was railway 
operating income less Federal taxes before the guaranty payments 
were made which the Government was to guarantee. It was a method 
of determining how much the Government would pay the carriers. 
We can find no support for the proposition that any language in 
section 209 intended to exempt any income of carriers from taxes, 
and we think that the Government payments constituted income. 

If the railroad had earned during the guaranty period through 
its railway operations the amount guaranteed by the Government, 
there could be no question but that it would be subject to tax as 
the just compensation was: yet the payments made under section 209 
by the Government to make up the railway operating income to a 
certain point seem to us to be equally taxable income. The payments 
were in fact and substance as much railway operating income as 
anv other income. Thev were in fact income received on account 
of the operation of the railroads. It is merely received from the 
United States, that is. all of the people of the United States instead 
of specifically from the shippers or passengers. It seems that no 
distinction should be made between those railroads whose actual 
railway operating income without Government payments equaled 
the amount guaranteed by the Government and those in which the 
Government made up the difference. The difference made up was 
railway operating income. We can find no justification in the legis¬ 
lation or any rule of statutory construction which would warrant 
one railroad in being relieved from tax liability where its actual 
income or receipts were the same as another railroad which is re¬ 
quired to pay the tax. j We do not think that Congress intended 
that the payments to the railroads in order to make their rail¬ 
way operating income up to a certain amount and at the same 

55 time exempt the railroads from tax on the payments. This 
would amount in effect to the Government paying to the rail¬ 
roads not only the amount of guaranty payments but the amount of 
tax thereon. 

On the other hand, if the payments by the Government to the 
railroads constituted gifts or subsidies free from tax, the question 
is what would be the nature of the payments made by the railroads 
to the Government where the railroads had excess income. It would 
be a strained construction to say that the amounts paid by the rail¬ 
road to the Government where their income exceeded a certain 
amount were gifts by the railroad to the Government. Clearly the 
railroads did not consider that they were making voluntary contribu¬ 
tions to the Federal Government in making such payments, nor do 
we consider that the Government was making gifts or mere voluntary 
contributions to the railroads where the railway operating income 
did not come up to the guaranteed amount. 

It is contended that the payments by the Government did not meet 
the test laid down by the Supreme Court as to the meaning of income. 
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The United States Supreme Court in the case of Eisner v. Macomber 
(252 U. S. 189), said: 

“Income may be defined as the gain derived from capital, from 
labor, or from both combined, provided it be understood to include 
profit gained through a sale or conversion of capital assets.” 
i It is contended by the petitioner that the payments did not come 
within the scope of this definition. The payments by the Govern¬ 
ment, however, were dependent upon the operation of tljie railroad, 
that is, the use of both capital and labor. The payments were not 
received for the guaranty period unless the railroads wete in opera¬ 
tion during that period, and then only in the event that their 
56 operating income was less than the guaranteed amount, and we 
can not overlook the fact that it was railway operating income 
which was guaranteed and made up. The Government derived a 
substantial benefit from the payments. It received consideration 
from the substantial good obtained for, or expected to be obtained 
for, the people as a whole on account of the more efficient operation 
of the railroads and the further establishment of their credit. 

It may be perfectly true that Congress was impelled by no legal 
obligation in enacting this legislation requiring the Government to 
make these payments, but it seems to be clear that the Government 
took into consideration the benefits to be derived by the people of 
the United States, and that there were obligations of “ ah equitable, 
moral, and honorary nature ” on the part of the Government exist¬ 
ing on account of the condition of the railway systems ipimediately 
after Federal control and largely as a result thereof. The Supreme 
Court in the case of United States v. Realty Co. (163 fcJ. S. 427) 
said that such considerations were sufficient to authorize Congress 
“to recognize the equities of the situation and to pay jthe claims, 
which while they were not of a legal character, were nevertheless of 
so meritorious and equitable nature as to authorize the Nation 
through its Congress to appropriate money to pay.” Sbch an obli¬ 
gation on the part of the Government may well be said to take the 
place of a legal obligation to such an extent that payments thereof 
were not mere gratuities or subsidies, as the Supreme Court held 
in the above-cited case. That case involved the question |of the con¬ 
stitutionality of payments made by the Government to certain sugar 
manufacturers after repeal of the sugar-bounty statute. It was 
contended that Congress was without power to pay bounties, but 
the court held that while there was no legal obligation to make the 
payments after the repeal of the law. yet since certain mapufacturers 
had relied on the repealed statute, to their disadvantage, Congress 
had the right to recognize the equitable and moral and honorary 
obligation and that the payments based on this conditiop were not 
bounties or subsidies, but based on valid consideration. | Under the 
reasoning of that case the payments here involved were not sub¬ 
sidies or bounties. But in any event, regardless of the Obligations 
of the Government before section 209 became law, after tfye railroads 
had accepted its terms the Government was bound by legal obliga¬ 
tion to make the necessary payments and the railroads wfere equally 
bound to pay certain excess earnings over the specified amounts to 
the Government. There can be no question of the mutuality of the 
arrangement. There was a mutuality of benefit as well as a mu¬ 
tuality of obligation. 
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The railroads in order to receive the guaranty payments under 
section 209 had to file a written acceptance of all provisions of that 
section within a certain time. One of the conditions of section 209 
was that, if the railway operating income exceeded a certain amount, 
the excess would be paid to the Government. This in fact consti¬ 
tuted a contractual agreement between the carrier and the Govern¬ 
ment, and it could not be ascertained until an accounting had been 
had whether the Government would pay the railroad or whether 
the railroad would pay to the Government. We think that this 
feature of the case takes away any basis for holding that the pay¬ 
ments by the Government were pure gifts or subsidies to the 
railroads. 

58 The petitioner relies upon the case of Edwards v. Cuba 
Railroad Company (268 U. S. 628). In that case the United 

States Supreme Court said: 

“ The subsidy payments were proportionate to mileage completed; 
and this indicates a purpose to reimburse plaintiff for capital ex¬ 
penditures. All—the physical properties and the money subsidies— 
were given for the same purposes. It can not reasonably be held 
that one was contribution to capital assets and that the other w’as 
profit, gain, or income. Neither the laws nor the contracts indicate 
that the money subsidies were to be used for the payments of divi¬ 
dends, interest, or anything else properly chargeable to or payable 
out of earnings or income. The subsidy payments taxed were not 
made for services rendered or to be rendered. They were not profits 
or gains from the use or operation of the railroad, and do not con¬ 
stitute income within the meaning of the sixteenth amendment. 
(See Stratton's Independence v. Howbert, 231 U. S. 399, 415; Eisner 
v. Macomber, 252 IT. S. 189, 207; Merchants’ Loan & Trust Co. v. 
Smietanka, 255 U. S. 509.) 

In the Cuba Railroad case it is to be observed that the payments 
to the railroad were not for the payment of dividends, interest, or 
anything else properly chargeable to or payable out of earnings or 
income, but were capital contributions. They were made in propor¬ 
tion to mileage completed. In this case, however, the payments 
were made primarily for the purpose of establishing credit of the 
railroads to enable the owners and security holders to derive income 
in the way of dividends or interest or otherwise. It was railway 
operating income which the Government added to and in- 

59 creased and made up to a certain amount. It was railway 
operating income which was guaranteed. They were not cap¬ 
ital contributions as was the case in the Cuba Railroad case, supra, 
and the cases decided by the board. (Liberty Light & Power Com¬ 
pany, 4 B. T. A. 155; Arkansas Compress Company, 8 B. T. A. 155; 
Great Northern Railway Company, 8 B. T. A. 225; Texas & Pacific 
Railway Co., 9 B. T. A. 365; Atlantic Coast Line Railroad Co., 9 
B. T. A. 1193: Wisconsin Hvdro-Electric Co., 10 B. T. A. 933, and 
others.) 

We think that the entire amount received under section 209 became 
a part of the railway operating income in every substantial sense 
of the word. This is a substantially different state of facts than 
existed in the Cuba Railroad case, supra. We think that it is not 
important that under the act the carriers were free to use the money 
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received from the Government for any purpose they saw fit. Tax¬ 
payers are always free to use their income for capital improvements 
if they desire, but this does not change its character when j received; 
but the fact that it was not restricted to capital additions or im¬ 
provements or was on account thereof is important. We, therefore, 
think that the amounts received by the railroad in this case from 
the Government under section 209 constituted taxable incoine. 

i 

60 Inventory adjustment, final settlement with director gen¬ 

eral—Issue (f) Docket 24887 

i 

I 

I 

At the beginning of Federal control the petitioner turned over 
to the Director General of Railroads an inventory of materials and 
supplies which it had acquired at a cost of $286,664.26. At the end 
of the Federal control period, February 29, 1920, the petitioner 
received back from that official an inventory of materials and sup¬ 
plies of the market value of $275,912.03. Later in 1920, ih its final 
settlement with the director general, the petitioner was allowed the 
sum of $61,314.18 for shortages in, and differences in grade and 
quality of, materials and supplies turned back by that official, in 
comparison with the materials and supplies turned over him by 
petitioner at the beginning of Federal control. The aggregate value 
of the cash and materials and supplies received from the director 
general in 1920 exceeded the cost of the inventory turned over to 
that official, at the beginning of Federal control, by $50,5^1.95, and 
the respondent has held such excess is income to the petitioner for 
1920. The petitioners contend that such a transaction doefe not give 
rise to taxable income, because there was no sale or other disposition 
of property to the United States and that which was received was 
not more than sufficient to make it whole against the deficiencies 
resulting from Government control and operation of its properties. 

The question raised here was considered by the board in Lehigh 
& Hudson River Railway Company (13 B. T. A. 1154), in jwhich the 
facts were identical with those of this case, and was decided ad¬ 
versely to the petitioner. There we held that: 

61 “ The acts relating to Federal control should be read with the 
revenue acts in order to determine the intent of Congijess, but we 

do not believe that Congress ever indicated in any act relating to Fed- 
case could not give rise to income. Particularly is this tru£ when we 
case could not give rise to income. Particularly is thi stru£ when we 
consider the commissioner’s regulations and certain provisions of the 
revenue act of 1921. Under the revenue acts, if a person parts with 
his property and, as a result, receives cash or its equivalent in excess 
of the cost or, in a proper case, the March 1, 1913, value of the prop¬ 
erty, he has received income. This is so whether he parted with the 
property voluntarily or involuntarily.” 

The order of the board in the cited case was reviewed by the Circuit 
Court of Appeals, Second Circuit (36 Fed. (2d) 719), and in affirm¬ 
ing the decision of the board on this question the court spoke as 
follows: 

“ Such a transaction is equivalent for tax purposes to a £ale of the 
supplies at the agreed price. The act of 1918 did not indeed expressly 
provide for gains arising from the requisition of property, but article 
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49 of the regulations did. 6 When the owner of property has lost or 
transferred title by reason of acquisition or eminent domain * * * 
if the taxpayer does not elect to replace or restore the property, the 
transaction will then be deemed to be completed and the income shall 
be measured by the excess of the amount of the compensation over 
the cost of the property.’ This article and article 50 prescribed the 
formalities by which the election should be manifested, with none 
of which the railway conformed. Section 234 (a) (14) of the act of 
1921 treats such a gain as income and in our judgment it is no more 
than declaratory of what was implicit before. It can scarcely be 
necessary to labor the argument that a man may make the same profit 
out of property which has been requisitioned, as he would out of its 
sale at the same priceJ Edwards v. Cuba R. R. (268 U. S. 628) 
touched subsidies which were not given altogether for a consideration 
moving from the grantor; they were not therefore to be regarded as 
income paid in advance. Moreover, they were not payments from 
property taken.” 

There is no evidence that the petitioner elected to replace or restore 
the requisitioned property, or that it made application to establish 
a replacement fund as provided by article 50 of Regulations 45. 
62 Under the circumstances the transaction must be regarded as 
having been completed in 1920, the year in which compensa¬ 
tion was received, and the income arising tKerefrom measured by the 
excess of the compensation over the cost of the property. This leaves 
for decision the question of fact as to the gain derived from the sale 
or conversion of the requisitioned property, and as to that it is suf¬ 
ficient to say that there is no evidence upon which we can base a con¬ 
clusion as to the actual gain. Under the circumstances we shall not 
disturb the respondent’s determination that the gain was $50,561.95. 

Back mail pay.—Issue (g), Docket No. 24887 

'W 

The question here is whether any part of the payment of $15,706.62 
received by the petitioner in 1920 as additional compensation for 
transporting United States mails during the period June 30, 1916, to 
December 31, 1917, which payment was made to petitioner under the 
provisions of section 5 of the act of July 26, 1916, constitutes in¬ 
come for 1920. The disposition of this question is controlled by the 
principle of our previous decisions in Old Dominion Steamship Co. 
(16 B. T. A. 264; affd., — Fed. (2d) —, C. C. A., 2d Cir., Jan. 5, 
1931), Illinois Terminal Co. (5 B. T. A. 15); see also Western Mary¬ 
land Railway Co., (12 B. T. A. 889). In any event, the order of the 
Interstate Commerce Commission of December, 1919, which we judi¬ 
cially notice, fixing the rate of compensation, must also be con¬ 
sidered in determining whether there was an accrual prior to 1920. 
We therefore held that the respondent erred in including $4,000 of 
the amount received in income for 1920, the taxpayer being on the 
accrual basis. 

Additional compensation, final settlement with director general.— 

Respondent’s answer, Docket No. 24887 

The matter at issue here arises from affirmative allegations in re¬ 
spondent’s answer to the amended petition, and calls for a deci- 
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sion as to whether the whole amount of $75,000; allowed to 

63 petitioner in final settlement with the director general in 1920, 

as additional compensation for the use of properties, known 

as the Jackson Extension and the Blodgett Branch, during the pe¬ 
riod of Federal control, or only a part thereof is incoijie for 1920. 
The respondent contends that the whole amount received as income 
for 1920, while the petitioner contends that only $9,375 i$ income for 
1920. The parties have stipulated that if the board concludes that 
this additional compensation was earned during, and is properly to be 
accounted for as income of, the period of Federal control after the 
projects were completed and placed in operation, the portion thereof 
applicable to 1920 is $9,375. The respondent concedes that the deci¬ 
sion of this question is controlled by the decisions of this board in 
Illinois Terminal Company (5 B. T. A. 15), Cincinnati; Findlay & 
Ft. Wayne Railway Company (5 B. T. A. 108), New Orleans, Texas 
&'Mexico Railway Company (6 B. T. A. 436), Great Northern Rail¬ 
way Company (6 B. T. A. 225), Old Dominion Steaipship Com¬ 
pany (16 B. T. A. 264; affirmed by the Circuit Court of Appeals, 
Second Circuit, January 5, 1931; Prentice-Hall Federal Tax Serv¬ 
ice, p. 567), and Kansas City Southern Railway Company (16 B. T. 
A. 665), although the respondent does not concede the correctness 
of these decisions. The legal principle announced in the cited cases 
is that the compensation paid to a railroad company, jfor the use 
of its properties during the period of Federal control, is income for 
each of the accounting periods for which the compensation was al¬ 
lowed, although not received until a later date. The facts of record 
in this case clearly require the application of the sam^ principle. 

Accordingly, the board concludes that the compensation paid 

64 to petitioner for the use of the Jackson Extensibn and the 

Blodgett Branch was income for the several accounting pe¬ 
riods for which the compensation was allowed, and in accordance 
with the stipulation of the parties the portion thereof returnable as 
income for 1920 is $9,375. Since no part of this compensation has 
been included by respondent in income for 1920, the net jincome for 
that year, as determined in the deficiency notice, should be increased 
by that amount. 

Rental interest on completed additions and betterments, final settle¬ 
ment with director general—Respondent’s answer, Docket 24887 

The question at issue here arises from affirmative allegations in 
respondent’s answer to the amended petition, and calls forr a decision 
as to whether the whole amount of $56,521.02 allowed toj petitioner 
in final settlement with the director general in 1920 as rental interest 
on additions and betterments completed during the period iof Federal 
control, or only a part thereof, is income for 1920. The respondent 
contends that the whole amount received is income for 1920, while 
the petitioner contends that only $13,439.61 is income for J920. The 
parties have stipulated that if the board concludes that £his rental 
interest was earned during, and is properly to be accounted for as 
income of. the period of Federal control after the several projects 
were completed and placed in operation, the portion thereof applica¬ 
ble to 1920 is $13,439.61. The respondent concedes that the decision 
of this question is controlled by the decisions of this board in Texas 
& Pacific Railway Company (9 B. T. A. 365), Indiana Harbor Belt 


i 

i 


i 



38 DAVID BURNET VS. GULF, MOBILE AND NORTHERN RAILROAD CO. 

Railroad Company (16 B. T. A. 279), and Kansas City Southern 
Railway Company, supra, although the respondent does not 

65 concede the correctness of these decisions. The legal principle 
announced in the cited cases is that rental interest paid or 

allowed to a railroad company, on additions and betterments com¬ 
pleted during the period of Federal control, is part of the “just 
compensation ” sought to be paid under section 4 of the Federal con¬ 
trol act, as amended March 21, 1918 (40 Stat. 451), and is income 
for each of the accounting periods for which it was allowed, although 
not received until a later date. The facts of record in this case 
clearly require the application of the same principle. Accordingly, 
the board concludes that the rental interest paid or allowed to peti¬ 
tioner. as compensation for the use of additions and betterments 
completed during the Federal control period, was income for the 
several accounting periods for which allowed, and in accordance with 
the stipulation of the parties the portion thereof returnable as in¬ 
come for 1920 is $13,439.61. Since no part of this compensation has 
been included by the respondent in income for 1920, the net income 
for that year, as determined in the deficiency notice, should be 
increased by that amount. 

Income for 1920 subject to tax rates of 8 and 10 per cent—Issue (i), 

Docket 24887 

In accordance with the stipulations of the parties, the admissions 
in the pleadings, and our decisions on the other issues raised in this 
proceeding. Docket 24887. we find that the consolidated net income 
for the two-months period, January and February, 1920, subject to 
tax at 8 per cent, is $40,946.70; and that the consolidated net income 
for the ten-months period. March 1 to December 31, 1920, subject to 
tax at 10 per cent, is $117,910.04. 

66 Stock-exchange fee—Issue (a), Docket 42150 

While there is no proof as to the amount of the fee paid by the 
petitioner for the listing of its capital stock on the New York Stock 
Exchange, the respondent makes the admission, in the brief, that the 
“cost of listing such stock was $2,400.” The question of the de¬ 
ductibility of an expenditure of this sort, in computing taxable net 
income, has been decided by the board in Dome Mines, Ltd. (20 
B. T. A. 377), adversely to the petitioner, and upon authority of that 
decision we hold that the respondent committed no error in refusing 
to allow this expenditure as a deduction from income for 1924. 

Amortization of bond discount—Issue (c), Docket 42150 

The question whether a corporate taxpayer, having issued its bonds 
for a price less than their aggregate face value, may deduct a pro 
rata part of the discount, in computing consolidated net income for a 
year in which such bonds were owned by its affiliated company, has 
been decided by the board in New Orleans, Texas & Mexico Railway 
Company (6 B. T. A. 436) adversely to the petitioner, and upon 
authority of that decision we hold that the respondent, in computing 
the consolidated net income for 1924, 1925, and 1926, correctly dis- 
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allowed the deductions claimed by the Meridian & Memphis for 
amortization of bond discount. 

67 Depreciation of ways and structures—Issue (e), Docket 42150, 

and (a), Dockets 38295 and 42149 

i 

The respondent has disallowed the deductions for depreciation of 
ways and structures claimed by the Jackson & Eastern in!its returns 
for the years 1923, 1924, and 1925, and for the period January 1 to 
August 15, 1926, and in the consolidated return for the period 
August 16 to December 31, 1926, on the ground that depreciation was 
being arrested by maintenance and repairs, renewals, and replace¬ 
ments, which were being expensed and allowed as deductions in com¬ 
puting taxable net income. The evidence presented on! this issue 
leaves no room to doubt that, due to the character of construction of 
the waj 7 s and structures of the Jackson & Eastern, depreciation was 
not arrested by normal repairs and maintenance, renewals, and re¬ 
placements, and this is now conceded by the respondent ip the brief. 
The costs of the various items comprising the ways and! structures 
have been stipulated by the parties and are set forth in the findings 
of fact. Witnesses well qualified to give opinion evidence on the sub¬ 
ject have testified as to the average life of each of the iteips included 
in the classification of ways and structures. Their opinions are sup¬ 
ported by evidence as to the fact of abandonment and scrapping of 
these facilities, because of having reached the end of usefhlness, due 
to normal wear and tear, after a life of only approximately ten years. 
On the evidence as a whole, we have found that the composite aver¬ 
age life of these facilities was ten years. Accordingly w*e hold the 
following amounts to be reasonable allowances for exhaustion, wear, 
and tear for the years and periods in controversy: 


68 Year or period 

Amount 

1 

Year or period 

Amount 

1921. 

$7,251.11 

8,190.23 
11,361.87 
14,388.72 

1925. L 

$17,768.28 

12,184.56 

7,407.35 

1922 . 

1/1/26 to 8/15/26. 

1923. 

8/16/26 to 12/31/26.. 

1924. 

i 



Net loss for 1921, Jackson & Eastern—Issue (b), Docket 38295 

The books of the Jackson & Eastern show a net loss fqr 1921 of 
$6,298.37. The petitioner reported a net loss of $1,567.4}, in its re¬ 
turn for that year. The difference of $4,730.96 represents an alleged 
loss charged off on the books in 1921 but not claimed as a| deduction 
in the return for that year. There is no evidence as toj when the 
alleged loss was sustained, and we can not assume that it was sus- 
! tained in 1921 simply because it was recorded on the boqks in that 
i year. Indeed, we can not find that there was an actual!loss, since 
there is no evidence as to the cost of the retired equipmeht and the 
depreciation sustained during the period of its use. The alleged 
i loss must be disregarded in computing the net loss for| 1921. In 
computing the net loss, on the books ana in the return, the! petitioner 
1 made a deduction of $1,749.72 for depreciation of ways pnd struc¬ 
tures. We have held that the deduction allowable fc|r 1921 is 
$6,834.02. Accordingly we find the net loss sustained by the peti¬ 
tioner for 1921 is $6,651.71. 

I 

i 

i 

, i 
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The net income reported in the return for 1922, and accepted as 
correct by the respondent, was $5,684.86. In arriving at this 

69 net income the petitioner made a deduction of $1,767.27 for 
depreciat : on of ways and structures. We have held that the 

deduction allowable for 1922 is $6,853.23. Accordingly we find that 
the correct net income for 1922 is $598.90. In this connection it 
should be stated that the year 1922 is not before us for review, and 
we enter upon this determination solely for the purpose of ascertain¬ 
ing what part of the net loss sustained for 1921 is a proper deduction 
in computing the net income of 1923. 

The net loss sustained for 1921 exceeds the net income for 1922 by 
$6,052.81, and such excess should be deducted in computing the net 
income for 1923. 

Donations to Y. M. C. A.'s—Issue (f), Docket 42150 

The petitioner claimed deductions in its returns for 1924, 1925, 
and 1926. of $866.67, $1,500, and $750, respectively, on account of 
contributions to Young Men’s Christian Associations located at divi¬ 
sion terminal points. These institutions are not maintained on the 
petitioner’s properties, and the petitioner’s employees are not depend¬ 
ent upon them for any accommodations. They are maintained for, 
and in the interest of, the general public; and while the petitioner’s 
employees avail themselves of the facilities of these institutions, they 
do not appear to be accorded any privileges not extended to the 
general public. The deductions in question were disallowed by the 
respondent. While there is no proof that the amounts in 

70 question were actually expended, the respondent makes the ad¬ 
mission, in the brief, that such is the case. The petitioner, 

relying upon Poinsett Mills (1 B. T. A. 6), Lihue Plantation Co., Ltd. 
(2 B. T. A. 740). Kekaha Sugar Co., Ltd. (13 B. T. A. 690), Indiana 
Harbor Belt Railroad Co. (16 B. T. A. 279), Terminal Railroad 
Association of St. Louis (17 B. T. A. 1134), and American Rolling 
Mills Co. v. Commissioner (41 Fed. (2d) 314), contends that these 
contributions are ordinary and necessary expenses in carrying on its 
business. Considering all the facts in the case, we agree with the 
petitioner’s contention. The use made of the Young Men’s Christian 
Association facilities by the railroad and its employees is sufficient 
to establish that the donations were ordinary and necessary expenses 
and are deductible. 

71 Consolidated net loss for 1921—Issue (d), Docket 35898 

The respondent determined that the Gulf, Mobile & Northern and 
the Meridian & Memphis sustained a consolidated net loss for 1921 
of $147,753.83, and has deducted such net loss from the consolidated 
net income for 1922. In the petition the petitioner made five assign¬ 
ments of error in the determination of the net loss for 1921, four of 
which were admitted, by the respondent. The fifth challenged the 
correctness of the respondent’s action in reducing the operating 
expenses for 1921 by $4,958.65, the amount credited on petitioner’s 
books to “ Transportation for investment, credit ” account and 
charged to appropriate capital accounts. This action we have 
already held to be proper in the decision of the first issue considered 
in this opinion. Accordingly we find that the consolidated net loss 
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for 1921 is $64,701.79, which should be deducted in accordance with 
our opinion in the case of Kawiki Sugar Co., Ltd. (21 B. T. A. 997). 

In accordance with the stipulation of the parties at the hearing we 
find that the net income of the Meridian & Memphis for 1922 is 
$18,461.06. 

Reviewed by the board. 

Judgment will be entered under rule 50. 

72 Sternhagen, dissenting in part: The few facts available 
in respect of the back pay received in 1920 for mail transpor¬ 
tation performed in 1916 and 1917 do not, in my opinion ■ justify the 
decision that it was not income in 1920. Furthermore, it ^eems to me 
more practical to treat controverted transportation charge^ which are 
in doubt during a protracted investigation by the Interstate Com¬ 
merce Commission as income when received at the close of the contro¬ 
versy than to readjust the accounts of the year of service, and since 
there is no legal obstacle to such a practical rule I should adopt it 
rather than the cumbersome one now approved. The rule suggested 
in the dictum of the Western Maryland case will keep Government 
revenues and railroad taxes and income in a long state of uncertainty, 
and in view of the statute of limitations will probably be unfair and 
unsatisfactory to both. 

Murdock agrees with this dissent. 

Phillips, dissenting: I find myself unable to agree with the major¬ 
ity decision that the amount which the petitioner received from the 
Lnited States Government pursuant to section 209 of the [transporta¬ 
tion act of 1920 is to be included as a part of its income, taxable under 
the provisions of the revenue act of 1918. 

The case of the Missouri Pacific Railroad Company, decided this 
day, presents a more complete picture of the extent to! which this 
decision goes than is possble under the meager facts in this case~ 
There the guaranteed amount appears as something less than $7,250,- 
000. The company was paid over $13,500,000, making it clear that 
the payment, to the extent of some $6,000,000, was to replace actual 
losses of operation. The payment was not only to increase oper¬ 
ating income to a certain point; it was to make good all losses of 
operations. 

73 The circumstances which led to the enactment of this 
legislation are a matter of public record and of general 

knowledge. The railroads had been under Government operation 
for more than two vears. Costs of labor and materials liad reached 
unprecedented levels, and this was particularly true vjith respect 
to railroad labor. The impaired condition of maintenance of the 
roads and of the equipment had increased operating j costs. In¬ 
creases in rates had not kept pace with the increased costs of opera¬ 
tion, and while it was recognized that higher rates woul|d be neces¬ 
sary it was also recognized that they could not be put into effect at 
once. Many of the railroads which had been on a paving basis 
before the period of Federal control were facing lar^e deficits, 
while the earning powers of all were substantially impaired. 

Adequate transportation was recognized as necessary tlo the well¬ 
being of the Nation. The railroads had been operating primarily 
for the purpose of aiding the prosecution of the war and not for* 
the production of income. Their condition was attributable pri- 
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marily to such operation and Congress recognized the necessity and 
the equity of granting some relief during the period of adjustment. 
The Federal control act and the agreements entered into thereunder 
had provided for the payment of compensation for the use of the 
roads and gave to the railroads all that they were constitutionally 
entitled to demand. The aid given them under the provisions of 
section 209 of the transportation act was nothing which they could 
have demanded and was not in settlement of any legal claim which 
they had. It was based upon the recognition of a moral or equitable 
obligation to provide some means bv which the railroads might be 
compensated for the impairment of their earning power, caused 
by Federal control, until an opportunity had been granted, under 
private operation, to take the necessary steps to put rates and 
wages upon a business basis. 

74 The term “ income ” as used in the Constitution and income- 
tax laws has been defined by the Supreme Court as 4i the gain 

derived from capital, from labor, or from both combined, provided 
it be understood to include profit or gain from a sale or conversion 
of capital assets.” (Stratton’s Independence v. Howbert, 231 U. S. 
399: Dovle v. Mitchell Bros., 247 U. S. 179; Eisner v. Macomber, 
252 U. S. 189.) 

I believe that there is a very grave doubt whether such a pay¬ 
ment, made to replace a loss of income without any legal obligation 
to do so. falls within the constitutional provision. (Edwards v. 
Cuba Railroad Co., 268 U. S. 628; Bowers v. Kcrbaugh Empire 
Co.. 271 U. S. 170; Rice Burton & Fales v. Commissioner, 41 Fed. 
(2d) 339: Edward E. Marshall, 10 B. T. A. 1140; Sheldon Manu¬ 
facturing Co., 13 B. T. A. 1296.) If this be so, two well-established 
rules of construction apply: The first, that statutes are to be con¬ 
strued to avoid doubts as to constitutionality; the second, that taxing 
statutes are not to be extended to matters not clearly included. 
Having these principles in mind, it seems to me that a proper con¬ 
struction of the transportation act requires us to reach the conclusion 
that the amount paid under its terms is not subject to income tax. 

Paragraph (f) of section 209 of the transportation act provides 
the method by which railway-operating income is to be computed. 
Subdivision (4) provides that there shall not be included in such 
computation such portion of the taxes paid under Title II or III 
of the revenue act of 1918 as bv the terms of such act are to be 
treated as levied by an act in amendment of Title I or II of the 
revenue act of 1917. The effect of this provision can be understood 
only after reference to several other statutes. These we find quoted 
and analyzed in the decision in New York, Ontario & Western 
Railway Co. (1 B. T. Ai 1172). The ultimate effect of the provision 
quoted is, as I understand it, as follows: The operating in- 

75 come for the guaranty period is reduced by a 2 per cent 
income tax, but is not reduced by the remainder of the income 

and profits tax imposed by the revenue act of 1918. The difference 
between the amount of the guaranty and the operating revenue as 
so reduced is to be paid to the carrier. By virtue of this provision 
the Government is to repay to the carrier a 2 per cent tax upon its 
operating income and the carrier is to bear the remainder of the tax 
upon its operating income. The transportation act thus expressly 
provides the extent to which taxes imposed under the revenue act 
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i 

i 

of 1918 shall affect the payment to be made under the transportation 
act and the amount of the payment is dependent upon the Amount 
of the tax. It is not reasonable to suppose that Congress, in thus 
providing that the amount of the guaranty payment should include 
a part of the tax levied under the revenue act of 1918 andj should 
not include another part of the same tax, intended that such pay¬ 
ment should again be reduced by paying a tax thereon under the 
same revenue act. The provisions of the transportation actj and of 
the revenue act of 1918 are so interwoven that the two acts must be 
read together. When this is done, a proper application of tjie rules 
of construction requires a holding that Congress intended the amount 
of the guaranty to be reduced by the taxes imposed by the revenue 
act of 1918 only to the extent expressly provided in the transportation 
act. 

It seems to me significant that under the Federal control act 
(March 21, 1918) Congress, in providing for the payment of just 
compensation for the use of property taken over by the Government, 
inserted provisions for the taxation thereof and in the transportation 
act failed to provide that the payment by the Government should 
be taxable, while at the same time it provided in the transportation 
act for a division of the tax upon the actual operating incotne upon 
the same basis as was provided in the Federal control act for 

76 the tax upon all income. Had Congress intended that the 
basis for taxation prescribed in the Federal control act 

should continue with respect to the payments under the transporta¬ 
tion act, it seems reasonable to suppose it would have so provided; 
instead of which, it provided for the continuance of such taxation 
only with respect to the actual operating income. 

I am of the opinion that the commissioner was in error in includ¬ 
ing such payment as a part of the gross income of the petitioner. 

Arundell agrees with this dissent. 

77 United States Board of Tax Appeals j 

Docket Nos. 24887 and 42150 
Gulf, Mobile & Northern Railroad Co., petitioner 

V. j 

Commissioner of Internal Revenue, respondent! 

Docket Nos. 38295 and 42149 

Jackson & Eastern Railway Company, petitioner 

v. j 

Commissioner of Internal Revenue, respondent 

Docket No. 35898 

Meridian & Memphis Railway Co., petitioner ; 

• * 

v. | 

Commissioner of Internal Revenue, respondent! 

4 i 

Order 

These proceedings came on to be heard on September 23, 1931, 
pursuant to respondent’s motion to modify the board’s opinion in 


i 
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certain particulars as set out in said motion, and it appearing that 
the board inadvertently erred in the statements made in the third 
and fourth paragraphs of its opinion promulgated February 20, 
1931, and it appearing further that the errors therein made do not 
affect the final decision on the questions there involved, it is hereby 
Ordered and decided that said paragraph three of the opinion is 
hereby modified and amended by striking therefrom the words “ in 
those years for 1916 and 1917,” and that said paragraph four of the 
opinion is hereby modified and amended by striking therefrom the 
words “ in that period for 1916 and 1917.” 

[seal.] C. M. Trammell, Member. 

Entered Sept. 30, 1931. 

78 United States Board of Tax Appeals 

Docket Nos. 24887 and 42150 

Gulf. Mobile & Northern Railroad Co., petitioner 

v. 

Commissioner of Internal Revenue, respondent 
Docket Nos. 38295 and 42149 

Jackson & Eastern Railway Company, petitioner, 

v . 

• • 

Commissioner of Internal Revenue, respondent 

Docket No. 35898 

Meridian & Memphis Railway Company, petitioner 

v. 

Commissioner of Internal Revenue, respondent 

Decision 

These proceedings came on to be heard in Washington, D. C., on 
September 23, 1931, pursuant to notice under rule 50 for redetermi¬ 
nation of the deficiencies in accordance with the findings of fact 
and opinion of the board promulgated February 20,1931, as modified 
by order this day entered, and it appearing that the Gulf, Mobile 
and Northern Railroad Company had paid $14,161.44 of the tax for 
1920 shown to have been assessed in the deficiency letter, and it fur¬ 
ther appearing that the net income of the Meridian and Memphis 
for 1922 was $18,461.06 and that the consolidated net income of the 
Gulf, Mobile and Northern and the Meridian and Memphis Railway 
for 1922 was $738,283.85, after deducting the 1921 consolidated net 
loss of $64,701.79, and that the total tax liability computed on such 
consolidated income was $92,285.48, of which $2,307.63 represents 
the liability of the Meridian and Memphis when apportioned accord¬ 
ing to the respective incomes of the two companies, and it appearing 
further that the Jackson & Eastern sustained net losses for 1921 and 
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79 1922 in the amounts of $7,068.80 and $738.10, respectively, 

which amounts are deductible in computing taxable riet income 
for 1923, and the parties by their attorneys having agreed ind stipu¬ 
lated the deficiencies, overassessments, and overpayments hereinafter 
set out, it is hereby 

Ordered and decided that the deficiencies, overassessments, and 
overpayments of petitioners for the respective years are a^ follows: 

Gulf, Mobile & Northern Railroad Co.: 

1920, deficiency_1 $711.97 

1920, overassessment to be abated_j 8,022.86 

1924, deficiency_! 9,582.62 

1925, deficiency-{ 14,640.54 

1926, overassessment and overpayment_x 505.01 

Meridian & Memphis Railway Co., 1922, deficiency- 2,307.63 

Jackson & Eastern Railway Co.: 

1923, overassessment and overpayment_i 101.37 

1924, no deficiency. 

1925, deficiency_L 1,176.18 

1926, deficiency_ j 91.72 

(Signed) Charles M. Trammell, Member. 

Entered Sept. 30, 1931. 

[Stamped :J A true copy. Teste: B. D. Gamble, clerk, Ui S. Board 
of Tax Appeals. 

[seal.] 
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United States Board of Tax Appeals 
Docket Nos. 24887 and 42150 

! 

Gulf, Mobile & Northern Railroad Co., petitioner 


Commissioner of Internal Revenue, respondent 


Docket Nos. 38295 and 42149 

l 

Jackson & Eastern Railway Company, petitioner 


v . 

Commissioner of Internal Revenue, respondent 


Docket No. 35898 

i 

Meridian & Memphis Railway Company, petitioner 

V . ! 

! 

Commissioner of Internal Revenue, respondent 

I 

I 

Revised decision 

On motion of counsel for petitioners, agreed to by counsel for 
respondent, it is hereby 

Ordered and decided that the decision entered Septembejr 30, 1931, 
is hereby set aside and vacated and the following decision entered 
herein: 


j 

I 


i 

i 

i 
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These proceedings came on to be heard in Washington, D. C., on 
September 23,1931, pursuant to notice under rule 50 for redetermina¬ 
tion of the deficiencies in accordance with the findings of fact and 
opinion of the board promulgated February 20, 1931, as modified by 
order that day entered, and it appearing that the Commissioner of 
Internal Revenue in February, 1924, assessed a tax of $22,896.27 
against the Gulf, Mobile & Northern Railroad Company for 1920, 
of which $14,161.44 has been paid, and that the correct tax 
liability for said year is $14,873.41; and it further appearing 
81 that the net income of the Meridian and Memphis Railway 
Company for 1922 was $18,461.06, and that the consolidated 
net income of the Gulf, Mobile and Northern Railroad Company 
and the Meridian and Memphis Railway Company for 1922 was 
$73S,2S3.85, after deducting the 1921 consolidated net loss of 
$64,701.79, and that the total tax liability computed on such con¬ 
solidated income was $92,285.48, of which $2,307.63 represents the 
liability of the Meridian and Memphis Railway Company when 
apportioned according to the respective incomes of the two companies, 
and it appearing further that the Jackson & Eastern Railway 
Company sustained net losses for 1921 and 1922 in the amounts of 
$7,068.80 and $738.10, respectively, which amounts are deductible 
in computing taxable net income for 1923, and the parties, by their 
attorneys, having agreed that the deficiencies, overassessments, and 
overpayments hereinafter set out are in accordance with the board’s 
findings and opinion, it is hereby 

Ordered and decided that the unpaid assessments to be collected, 
the deficiencies, overassessments, and overpayments of petitioners 
for the respective years are as follows: 


Gulf. Mobile & Northern Railroad Co.: 

1920, unpaid assessment to be collected_ $711.97 

1920, overassessment to be abated_ 8,022.86 

1924. deficiency_ 9, 582.62 

1925. deficiency_ 14, 640.54 

1926. overassessment and overpayment_ 505.01 

Meridian & Memphis Railway Co., 1922, deficiency_ 2,307.63 

Jackson & Eastern Railway Co.: 

1923. overassessment and overpayment_ 101.37 

1924, no deficiency. 

1925. deficiency_ 1,176. IS 

1926, deficiency_ 91.72 


[seal.] • (Signed) C. M. Trammell, ’Member. 

Entered Nov. 7, 1931. 

[Stamped:] A true copy. Teste: B. D. Gamble, clerk, U. S. 
Board of Tax Appeals. 
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82 United States Board of Tax Appeals, Washington 

Docket No. 24887, 35898, 38295, 42149, 42150 

I 

l 

Gulf, Mobile & Northern Railroad Company, petitioner 

v . 

Commissioner of Internal Revenue, respondent 

Jackson & Eastern Railway Company, petitioner 

v . | 

Commissioner of Internal Revenue, respondent 
Meridian & Memphis Railway Company, petitioner 

«. I 

Commissioner of Internal Revenue, respondent 

Order ! < 

This cause coming on to be heard upon the motion of the respond¬ 
ent to set aside the final decision entered in these proceedings on 
November 7, 1931, and to reconsider its decision promulgated Feb¬ 
ruary 20, 1931, with respect to the issue involving t^ie question 
whether or not the amount received by the petitioner Gu^f, Mobile & 
Northern Railroad Company during 1920 as additional compensa¬ 
tion for the transportation of United States mails pursuant to the 
award of the Interstate Commerce Commission, and itj appearing 
that the decision of the board in this proceeding with respect to that 
issue has been overruled by a subsequent decision of the board in the 
case of International-Great Northern Railroad Compahy v. Com¬ 
missioner of Internal Revenue, promulgated November lj., 1931, and 
after having heard the argument of counsel, and being fully advised 
in the premises, it is 

Ordered that the motion be, and the same is hereby, granted. It is 

Further ordered that the decision of the board enteiied in these 
proceedings on November 7, 1931, be, and the same is hereby, modi¬ 
fied in this respect. It is 

83 Further ordered that the additional compensation for the 
transportation of United States mails received bV the Gulf, 

Mobile & Northern Railroad Company in 1920 should be included 
in the taxable income for that year. It is 

Further ordered that the amount of deficiency for 1920 be recom¬ 
puted accordingly, and that the income for 1919 be reduced accord¬ 
ingly. 

(Signed) Charles M. Trammell. 

Member United States Board of Tax Appeals. 

Entered Dec. 19, 1931. 

[Stamped:] A true copy. Teste: B. D. Gamble, clerk. IT. S. Board 
of Tax Appeals. 

[seal.] | 
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84 United States Board of Tax Appeals, Washington 

Docket Nos. 24887, 42150 

Gulf, Mobile & Northern Railroad Company, petitioner 

v. 

Commissioner of Internal Revenue, respondent 
Docket Nos. 38295, 42149 

Jackson & Eastern Railway Company, petitioner 

v . 

Commissioner of Internal Revenue, respondent 

Docket No. 35898 

Meridian & Memphis Railway Company, petitioner 

v. 

Commissioner of Internal Revenue, respondent 

Second revised decision 

_ 4 

Pursuant to order of the board entered December 19, 1931, and 
petitioners’ motion for settlement this day filed, which motion is 
agreed to by respondent, it is hereby 

Ordered and decided that the revised decision entered November T, 
1931, is herebv set aside and vacated and the following decision is 
entered herein: 

These proceedings came on to be heard in Washington, D. C., on 
this day, pursuant to notice under rule 50 for redetermination of the 
deficiencies in accordance with the findings of fact and opinion of 
the board promulgated February 20, 1931, as modified by orders 
entered September 30,1931, and December 19,1931, and it appearing 
that the Commissioner of Internal Revenue in February, 1924, 
assessed a tax of $22,896.27 against the Gulf, Mobile and Northern 
Railroad Company for 1920, of which $14,161.44 has been paid, 
and that the correct tax liability for said year is $15,273.41; 

85 and it further appearing that the net income of the Meridian 
and Memphis Railway Company for 1922 was $18,461.06, and 

that the consolidated net income of the Gulf, Mobile and Northern 
Railroad Company and the Meridian and Memphis Railway Com¬ 
pany for 1922 was $738,283.85, after deducting the 1921 consolidated 
net loss of $64,701.79, and that the total tax liability computed on 
such consolidated income was $92,285.48, of which $2,307.63 repre¬ 
sents the liability of the Meridian and Memphis Railway Company 
when apportioned according to the respective incomes of the two 
companies; and it appearing further that the Jackson & Eastern Rail¬ 
way Company sustained net losses for 1921 and 1922 in the amounts 
of $7,068.80 and $738.10, respectively, which amounts are deducti¬ 
ble in computing taxable net income for 1923, and the parties, by 
their attorneys, having agreed that the deficiencies, overassessments, 
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. | 

and overpayments hereinafter set out are in accordance with the 

board’s findings and opinion, it is hereby 
Ordered and decided that the unpaid assessments to be collected, 
the deficiencies, overassessments, and overpayments of; petitioners 
for the respective years are as follows: 


Gulf, Mobile & Northern Railroad Co.: 

1920, unpaid assessment to be collected_ i _$1411.97 

1920, overassessment to be abated_|_ 7, 622.86 

1924, deficiency_j_ 9,582.62 

1925, deficiency_I_ 14,640.54 

1926, overassessment and overpayment_|_ 505.01 

Meridian & Memphis Railway Co., 1922, deficiency_ j _ 2,307.63 

Jackson & Eastern Railway Co.: 

1923, overassessment and overpayment_II_ 103,37 

1924, no deficiency. 

1925, deficiency_ i _ 1,176. IB 

1926, deficiency-1_ 91.72 


(Signed) Charles M. Trammell^ Member . 

Entered Jan. 25, 1932. 

[Stamped:] A true copy. Teste: B. D. Gamble, clerk, jU. S. Board 
of Tax Appeals. 

[seal.] 

86 United States Board of Tax Appeal^ 

Docket No. 24887 

David Burnet, Commissioner of Internal Revenue, petitioner 

i 

v. ! 

i 

i 

Gulf, Mobile and Northern Railroad Company, respondent 

7 * i 

i 

i 

Stipulation for court of review 
Filed July 25. 1932 

Pursuant to the provisions of section 1002 (d) of thd revenue act 
of 1926, it is hereby stipulated and agreed between the parties to the 
above-mentioned cause, by their respective attorneys, that the deci¬ 
sion of the board therein may be reviewed by the Court of Appeals 
of the District of Columbia. 

G. A. Youngquist, 

Assistant Attorney General . 

C. M. Charest, 

General Counsel , Bureau of Internal Revenue. 

Geo. E. H. GoOdner, 

Attorney for Gulf , MoHile <& Northern Railroad Company. 


i 

i 

i 

i 

i 


! 

j 

i 


I 
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87 In the Court of Appeals of the District of Columbia 

Docket No. 24887 

David Burnet. Commissioner of Internal Revenue, petitioner 


v. 

Gulf, Mobile and Northern Railroad Company, respondent 
Petition for review and assignments of error 
Filed July 25, 1932 

To the Honorable Judges of the Court of Appeals of the Distriet 
of Columbia: 

Now comes David Burnet, Commissioner of Internal Revenue, by 

his attorneys, G. A. Youngquist, Assistant Attorney General, C. M. 

Charest, General Counsel. Bureau of Internal Revenue, and E. C. 

Algire, special attorney. Bureau of Internal Revenue, and respect- 

fullv shows: 

* 

I 

Your petitioner on review (hereinafter referred to as commis¬ 
sioner) is the duly appointed, qualified, and acting Commissioner of 
Internal Revenue of the United States, holding his office by virtue 
of the laws of the United States. Your respondent on review (here¬ 
inafter referred to as the taxpayer) is a corporation organized and 
existing under and by virtue of the laws of the State of Missouri, 
with its principal office at Mobile, Alabama. The taxpayer's income- 
tax return for the year 1920 was filed with the collector of internal 

revenue for the district of Alabama, whose office is located in the citv 

/ %/ 

of Birmingham, Alabama, and within the judicial circuit of 
88 the United States Circuit Court of Appeals for the Fifth 
Circuit. 

Pursuant to section 1002 (d) of the revenue act of 1926 the parties 
have agreed that the review of the decision of the United States 
Board of Tax Appeals (22 B. T. A. 233) and orders and judgments 
entered redetermining the income-tax liability of the petitioner for 
the year 1920 shall be in this court, and a stipulation to that effect 
was filed with the clerk of the Board of Tax Appeals. 

II 

The commissioner determined a deficiency in Federal income taxes 
for the year 1920 in the amount of $14,731.74, and on January 6,1927, 
in accordance with the provisions of section 274 of the revenue act or 
1926, sent to the taxpayer by registered mail a notice of said defi¬ 
ciency. Thereafter the taxpayer filed an appeal from the said notice 
of deficiency with the United States Board of Tax Appeals. This 
appeal was consolidated for hearing and decision with another ap¬ 
peal of this taxpayer and with appeals of the Jackson & Eastern 
Railway Company and the Meridian & Memphis Railway Company, 
subsidiaries of the Gulf, Mobile & Northern Railroad Company. 




I 

i 
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I 

The first hearing on this appeal by the said Board of T&x Appeals 
was held on April 2,1930. On February 20,1931, the Board of Tax 
Appeals promulgated its findings of fact and opinion, which was 
modified by its orders dated September 30, 1931, and December 19, 
1931, and on September 30, 1931, entered its judgment and 
89 decision of redetermination, which on November 7, 1931, was 
set aside and vacated and revised judgment and decision of 
redetermination entered therein, which was on January 25, 1932, set 
aside and vacated, and a second revised judgment and decision of 
redetermination entered therein, wherein and whereby the Board of 
Tax Appeals ordered and decided that there was for the year 1920 an 
unpaid assessment to be collected in the amount of $1,111|97, and an 
I overassessment for said year to be abated in the amount of $7,622.86. 


Nature of controversy: 

The deficiency in tax in controversy before the Board of Tax 
Appeals for the year 1920 was composed of various items or adjust¬ 
ments made by the commissioner, all of which were disposed of by 
the Board of Tax Appeals either pursuant to confession bf error by 
the respondent or by its decision. By his answer to th^ amended 
petition filed by the taxpayer in this proceeding before the Board of 
Tax Appeals, the respondent by affirmative allegations submitted for 
decision by the Board of Tax Appeals two issues, and this petition 
for review is concerned only with the deficiency for the year 1920, to 
! wit, $10,870.64, which would result from the inclusion in the tax¬ 
payer’s taxable net income for the year 1920 of the sum of $65,625.00, 
said sum being a part of the amount received by the taxpayer from 
the Director General of Railroads as extra compensation for the use 
of its properties known as the Jackson Extension and the Blodgett 
Branch during the Federal control period, and from the inclu- 
90 sion in taxpayer’s taxable net income for the year }.920 in the 
i sum of $13,439.61, said sum representing a part of | the rental 

interest received by the taxpayer from the Director General of Rail¬ 
roads on additions and betterments made to the taxpayer’s! properties 
during the Federal control period. 

The taxpayer is a railroad corporation having its principal office 
i at Mobile, Alabama. Its properties were taken over by the Presi¬ 
dent of the United States by proclamation dated December 26, 1917, 
and were operated by the director general during the period of Fed¬ 
eral control, namely, from January 1,1918, to midnight, February 29, 
1920, under the provision of the Federal control act (40 Stat. L. 451). 

The taxpayer did not enter into the standard agreement with the 
Director General of Railroads providing for compensation on the 
basis of the annual average operating income for the three-year 
period ended June 30, 1917, known as the test period, as Specified in 
section 1 of said Federal control act. 

Prior to Federal control the taxpayer had commenced construc¬ 
tion on a line of railroad from McLean to Pieve, Mississippi, known 
as the Blodgett Branch, and had also begun construction of an ex¬ 
tension of its line of railroad between Middleton and Jackson, Ten¬ 
nessee, known as the Jackson Extension. Both of these projects were 


i 

i 

I 

| 
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for the purpose of removing timber from virgin territories. The 
Blodgett Branch was completed and put in operation during the year 
1918, and the Jackson Extension was completed and put in 

91 operation on September 1, 1919. In the final settlement with 
the Director General of Railroads during the year 1920 the 

taxpayer was allowed the sum of $75,000.00 as compensation for the 
use of the projects referred to herein from the date such properties 
were completed until the end of Federal control. This amount was 
based upon an estimate of the earnings which would have accrued 
to the taxpayer during the period of Federal control after the proj¬ 
ects were put in operation had it been permitted to operate said 
projects itself. The amount received was in addition to the compen¬ 
sation for the use of taxpayer’s properties during Federal control, 
based upon the so-called standard return for the test period. No 
part of this amount was included by the taxpayer in its net taxable 
income reported in its return for the year 1920. 

The Board of Tax Appeals held that the amount in question con¬ 
stituted taxable income for the years 1918 and 1919, and the two 
months of 1920, and held that the net taxable income of the taxpayer 
for the year 1920 as determined by the commisisoner in his notice 
of deficiency should be increased in the amount of $9,375.00, repre¬ 
senting that portion of the compensation allocable to the period from 
January 1 to March 1,1920. 

In the final settlement with the director general during the year 
1920 the taxpayer received as rental interest an amount of $56,521.02, 
representing 6% per annum upon the cost of additions and better¬ 
ments to its properties during the Federal control period from the 
date each project was completed and placed in operation to 

92 the end of Federal control. This amount was not reported as 
taxable income by the taxpayer in its income-tax return filed 

for the year 1920. 

The fioard of Tax Appeals held that the amount in question con¬ 
stituted taxable income proratablv for the period of Federal control 
from the date the respective projects were completed and placed in 
operation to the end of Federal control, and held that the net taxable 
income of the taxpayer for the vear 1920 as determined by the com¬ 
missioner in his notice of deficiency should be increased in the 
amount of $13,439.61, representing that portion of said rental interest 
allocable to the period from January 1 to March 1, 1920. 

IV 

The commissioner says that in the record and proceedings before 
the Board of Tax Appeals, and in the decision and final order of 
redetermination rendered and entered by the Board of Tax Appeals, 
manifest error occurred and intervened to the prejudice of the com¬ 
missioner, and the commissioner hereby assigns the following erro’s 
and each of them, which, he avers, occurred in the said record, pro¬ 
ceedings, decision, and final order of redetermination and upon 
which he relies to reverse the said decision and final order of 
redetermination so rendered and entered bv the Board of Tax 
Appeals, to wit: 

1. The Board of Tax Appeals erred in holding that the amount of 
compensation paid to the taxpayer by the Director General of Rail- 
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roads for the use of its properties known as thd Blodgett 
93 Branch and the Jackson Extension was income proratably 
during the period of Federal control from the date these 
projects were completed until the end of Federal control period. 

2. The Board of Tax Appeals erred in holding that the amount of 
compensation paid to the taxpayer by the Director General of Rail¬ 
roads for the use of its properties known as the Blodgett Branch and 

i the Jackson Extension was not taxable income in its entirety for the 
year 1920. 

3. The Board of Tax Appeals erred in holding that the amount of 
rental interest paid to the taxpayer by the Director General of Rail¬ 
roads on additions and betterments to its properties was ihcome pro- 
ratably during the period of Federal control from the date such 
additions and betterments were completed and placed in operation to 
the end of Federal control. 

4. The Board of Tax Appeals erred in holding that the amount of 
i rental interest paid to the taxpayer by the Director General of Rail¬ 
roads on additions and betterments to its properties was not taxable 
income in its entirety for the year 1920. 

5. The Board of Tax Appeals erred in not finding a deficiency in 
■ tax for the calendar year 1920 in the sum of $4,402.77 and in addition 

thereto finding that there was an unpaid assessment of taxes for the 
year 1920 to be collected in the sum of $8,724.83. j 

Wherefore the commissioner petitions that the decision of the 
Board of Tax Appeals be reviewed by the Court of Appeals of 
i 94 the District of Columbia, that a transcript of the, record be 
prepared in accordance with law and with the rules of said 
court and transmitted to the clerk of said court for filing, and that 
appropriate action be taken to the end that the errors complained of 
1 may be reviewed and corrected by said court. 

G. A. YoungquIst, 
Assistant Attorney General . 

C. M. Charest, 

General Counsel , Bureau of Internal Revenue. 

Of Counsel: 

E. C. Algire, 

Special Attorney , Bureau of Internal Revenue. 

United States of America, 

District of Columbia, ss: 

C. M. Charest, being duly sworn, says that he is General Counsel 
' of the Bureau of Internal Revenue and as such is duly authorized 
1 to verify the foregoing petition for review; that he has read said 
petition and is familiar with the contents thereof; that said petition 
is true of his own knowledge except as to the matters therein alleged 
on information and belief, and as to those matters he belieyes it to be 
true. 

C. M. Charest. 

Sworn and subscribed to before me this 25 day of July, 1932. 

(Signed) Marcellette M. Taylor, 

Notary Public . 

My commission expires March 31, 1935. 
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95 In the Court of Appeals of the District of Columbia 

Docket No. 24887 

David Burnet, Commissioner of Internal Revenue, petitioner 

v. 

Gulf, Mobile and Northern Railroad Company, respondent 

Notice of filing 'petition for review 

Filed July 25, 1932 

To George E. H. Goodner, Esq., 

Munsey Braiding, 1329 E Street NW., Washington, D. C. 

You are hereby notified that the Commissioner of Internal Reve¬ 
nue did, on the 25th day of July, 1932, file with the clerk of the 
United States Board of Tax Appeals, at Washington, D. C., a peti¬ 
tion for review by the Court of Appeals of the District of Columbia, 
of the decision of the board heretofore rendered in the above-entitled 
case. A copy of the petition for review and the assignments of error 
as filed is hereto attached and served upon you. 

C. W. Charest, 

General Counsel, Bureau of Internal Revenue. 

Personal service of the above and foregoing notice, together with a 
copy of the petition for review and assignments of errors mentioned 
therein, is hereby acknowledged this 20th day of July, 1932. 

Geo. E. H. Goodner, 
Attorney for Respondent on Review. 

96 In the Court of Appeals of the District of Columbia 

Docket No. 24887 

David Burnet, Commissioner of Internal Revenue, petitioner 

v. 

Gulf, Mobile and Northern Railroad Company, respondent 

Statement of evidence 
Lodged Oct. 24, 1932 

The following is a statement of evidence in narrative form in the 
above-entitled cause. This cause came on for hearing before the 
honorable Charles M. Trammel, member of the United States Board 
of Tax Appeals, on April 2,1930. George E. H. Goodner and Walter 
K. Smith appeared for the petitioner, and C. M. Charest, General 
Counsel, Bureau of Internal Revenue, appeared for the respondent. 

Counsel for the petitioner moved that the appeals of the Gulf, 
Mobile & Northern Railroad Company, Dockets 24887 and 42150, 
the appeal of Meridian & Memphis Railway Company, Docket No. 
35898, and the appeals of Jackson & Eastern Railway Company, 
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* 

Dockets 38295 and 42149, be consolidated for hearing. No objection 
was offered to this motion by counsel for respondent and the motion 
was granted by the board. 

Counsel for respondent admitted the statements by counsel for 
i petitioner, in his reply to the answer of respondent to th^ amended 
petition that the additional compensation and rental ijnterest on 
i completed additions and betterments allowed the Gulf,! Mobile & 
Northern Railroad Company in final settlement with the Di- 

97 rector General of Railroads during the year 1920, in ^he aggre¬ 
gate amounts of $75,000 and $56,521.02, respectively, were com¬ 
puted on the basis of the use of the properties during tjie various 
periods as alleged; that the amounts allocable to the respective 
periods on the basis of such computation for additional compensation 
were: 

1918 _$9, 375.00 

1919 _ 56,520.00 

1920 _ 9,375 .60 

I 

! and that the amounts allocable to the respective periods oh the basis 
of such computation for rental interest on completed additions and 
betterments were: 

1918 _$6,335.56 

1919 _ 36,745. 85 

1920 _ 13,439.61 

Counsel for respondent denied, however, that the aggregate amounts 
! of $75,000.00 and $56,521.02 were not all income in the jvear 1920, 

: the year in which the final settlement was made. 

Counsel for the respondent further stated in explanation of the 
affirmative allegations contained in the answer to the amehded peti¬ 
tion and the aforesaid admissions that if the board should find that 
the additional compensation in the amount of $75,000.00 and the 
rental interest on completed additions and betterments in the amount 
of $56,521.02 should be spread over the Federal control period, net 
taxable income as computed by the respondent for the year 1920 
• should be increased by the amount of $9,375.00 on account of addi¬ 
tional compensation and by the amount of $13,439.61 on Account of 
rental interest as contended for by petitioner in its reply to the af¬ 
firmative allegations in the answer to the amended position. 

98 The parties thereupon stipulated that the additional com¬ 
pensation in the amount of $75,000.00 and the rental interest 

on completed additions and betterments in the amount of j$56,521.02 
1 was allowed to the Gulf, Mobile & Northern Railroad Company 
during the year 1920 in the aforesaid settlement made with the Di¬ 
rector General of Railroads. 

The parties thereupon stipulated and agreed that petitioner’s 
books are kept upon the accrual basis of accounting and that is 
returns were filed upon the accrual basis for all years before tjic 
i board and that this also applied to all of the petitioners in the con¬ 
solidated proceeding. 

The parties thereupon stipulated that the consolidated riet income 
i for the year 1920 as shown by the deficiency letter in the jappeal of 
i Gulf, Mobile & Northern Railroad Company, Docket JjJo. 24887, 
in the amount of $378,280.05, was earned as follows: 


For the two months of January and February, 1920_$18,132.09 

! For the ten months March 1, 1920, to December 31, 1920_ 360,147.96 
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and that the purpose of this stipulation was to fix the basis for ap¬ 
plying the rate of tax applicable to the two months and the rate of 
tax applicable to the ten months. 

The parties further stipulated that any adjustments which might 
be made as to the year 1920 would not affect the income for the two 
months, but would affect the income for the ten months except 
that if the board found that the additional compensation of 

99 $75,000.00 and the rental interest on completed additions and 
betterments of $56,521.02 should be spread ratably over the 

Federal control period in the amounts already stipulated then the 
portions of these amounts which would apply to the year 1920 would 
affect income for the two months and not for the ten months. 

F. M. Hicks, called as a witness for the petitioner, testified as fol¬ 
lows with respect to the issues in controversy in this proceeding. 

Direct examination: 

My name is F. M. Hicks; I am thirty-six years of age; I reside at 
Mobile, Alabama, I am vice president of the Gulf, Mobile & North¬ 
ern Railroad Company; I have so been since 1925; I came with the 
Gulf, Mobile & Northern Railroad Company in March, 1919, as cor¬ 
poration auditor, which position I held until the end of Federal 
control, when I was made comptroller. I held that position until 
Julv 1,1923. Then I was made traffic manager, and then followed on 
in the position of vice president. 

I directed the filing of an income-tax return for the year 1920, for 
which year the return was filed with the collector of internal revenue 
at Birmingham, Alabama. 

I participated in the settlement with the Director General of Rail¬ 
roads by the Gulf, Mobile & Northern Railroad Company for the 
period of Federal control. 

The amount of $56,521.02 represents rental interest on the cost of 
completed additions and betterments completed during Fed- 

100 eral control, from the date of completion to the end of Federal 
control, at the rate of 6% per annum. It is not restricted 

solely to the expenditures of the Director General of Railroads, but 
applies to expenditures that may have been made by the corporation 
prior to Federal control, and the rental interest was figured on each 
individual projects from and after completion and after the time 
the project was put into operation. Some of it began to accrue 
in 1918, some in 1919J and some in 1920. No portion of the rental 
interest was involved in the standard return. 

(The following is quoted verbatim from the transcript testimony:) 

Q. Now, in regard to the item involved of $75,000, which was the 
amount determined to be due the Gulf, Mobile & Northern Rail¬ 
road Company in the final settlement, I wish you would explain just 
wjiat that compensation was for and how it was arrived at if you can. 

A. Prior to Federal control, the Gulf, Mobile & Northern Railroad 
Company had undertaken to build the Blodgett Branch from Mc¬ 
Lean to Pieve, Mississippi, a distance of twenty-five miles, approxi¬ 
mately. It also projected the line, an extension of the line, forty 
miles in length from Middleton, Tennessee, to Jackson, Tennessee. 

The Blodgett Brandi was constructed solely for the purpose of 
removing approximately one billion three hundred million feet of 
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pine timber tributary to that branch. We estimated at that time the 
production would last about twelve to fourteen years—the timber cut 
i would last from twelve to fourteen years. 

101 The Jackson Extension also passed through virgin timber 
territory. In the case of the Blodgett Branch it h^s a known 
and definite life. The director general recognized this arid allowed 
us extra compensation for the use of those two lines, due to the 
moving of the natural resources. 

The Blodgett Branch was put in operation in 1918. The Jackson 
Extension, Jackson, Tennessee, was put in operation September 1> 
1919. . ] 

An approximate calculation was made of the amount that the 
i corporation would have earned in moving this timber during the 
time the line was under Federal control, if the corporation had 
been permitted to move it itself, and the director general Reimbursed 
the corporation to the extent of $75,000.00 on that account. It was 
prorated over the time that the two lines were put in operation up 
to the end of Federal control. 

Cross-examination: 

i (The witness further testified as follows:) 

The Blodgett Branch was completed in October, 1918. | Some of 
the compensation of $75,000.00 was allowed for the Jackson Exten¬ 
sion, which was completed on September 1,1919. The Director Gen- 
i eral of Railroads did not have any use of the Blodgett Branch prior 
to sometime in 1918, and did not have the use of the Jackson Exten¬ 
sion until after September 1,1919. He then operated trains over the 
properties. 

i 102 The foregoing evidence is all of the material evidence ad¬ 
duced at the hearing before the Board of Tax Appeals with 
j respect to the issues in this proceeding, and the same is approved by 
the undersigned, C. M. Charest, General Counsel, Bureau <j>f Internal 
Revenue, as attorney for the Commissioner of Internal Revenue. 

(Signed) C. M. ChaiRest, 
General Counsel , Bureau of Internal Revenue. 

The foregoing is all of the material evidence adduced at the 
I hearing before the Board of Tax Appeals with respect td the issues 
in this proceeding, and the same is approved by the undersigned as 
attorney for the respondent on review. 

Geo. E. H. Goodxer, 

Attorney for Respondent on Review. 

Approved and ordered filed this 31st day of October^ 1932. • 

! 

C. M. Trammell, Member . 
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103 In the Court of Appeals of the District of Columbia 

Docket No. 24887 


David Burnet, Commissioner of Internal Revenue, petitioner 

v. 

Gulf, Mobile and Northern Railroad Company, respondent 

Prcecipe of record 


To the Clerk of the United States Board of Tax Appeals: 

You will please prepare, transmit, and deliver to the clerk of the 
Court of Appeals of the District of Columbia copies duly certified as 
correct of the following documents and records in the above-entitled 
cause in connection with the petition for review of the said Court of 
Appeals of the District of Columbia, heretofore filed by the Commis¬ 
sioner of Internal Revenue: 

1. Docket entries of the proceedings before the board. 

2. Pleadings before the board— 

(a) Copy of deficiency letter annexed to the original petition. 

(b) Amended petition. 

(c) Answer to the amended petition, which was dictated into the 
record at the hearing and appears at pages 7 to 14 of the transcript 
of the record. (A copy of the answer to the amended petition as it 
appears in the record is attached hereto.) 

(d) Reply to answer to the amended petition, which was dictated 
into the record by counsel for the petitioner at the hearing and which 
appears at pages 14 to 16, inclusive, of the transcript of the record. 
(A copy of this reply is attached hereto.) 

3. Findings of fact and opinion of the board promulgated Febru¬ 

ary 20,1931. 

104 4. Decision entered September 30, 1931. 

5. Revised decision entered November 7,1931. 

6. Order modifying decision entered December 19, 1931. 

7. Second revised decision entered January 25, 1932. 

8. Stipulation under paragraph (d), section 1002, revenue act of 
1926, that the review shall be by the Court of Appeals of the District 
of Columbia. 

9. Petition for review, together with proof of service of notice of 
filing petition for review and of service of a copy of petition for 
review. 

10. Statement of evidence as settled and allowed. 

11. Order enlarging time for preparation and filing of the state¬ 
ment of evidence entered September 19,1932. 

12. This praecipe. 

(Signed) C. M. Charest, 
General Counsel , Bureau of Internal Revenue. 


Service of a copy of the within praecipe is hereby admitted this 20 
■day of October, 1932. 

Geo. E. H. Goodner, 

Attorney for Respondent. 
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i 

i 105 United States Board of Tax Appeals, Washington 
i Docket No. 24887 

i 

| 

Commissioner of Internal Revenue, petitioner 

i 

v. 

Gulf, Mobile and Northern Railroad Co., respondent 

l 

Certificate 

I, B. D. Gamble, clerk of the U. S. Board of Tax Appeals, do 
hereby certify that the foregoing pages, 1 to 104, inclusive, contain 
and are a true copy of the transcript of record, papers, and proceed¬ 
ings on file and of record in my office as called for by the praecipe in 
the appeal (or appeals) as above numbered and entitled. 

In testimony whereof I hereunto set my hand and affix the seal of 
the United States Board of Tax Appeals, at Washington, jin the Dis¬ 
trict of Columbia, this 17th day of November, 1932. 

[seal.] $. D. Gamble, 

Clerk, United States Board of Tax appeals. 

i 106 United States Board of Tax Appeals 

Docket No. 24887 

i 

Commissioner of Internal Revenue, petitioner 

*. ! 

i 

Gulf, Mobile & Northern Railroad Compant, respondent 

Order enlarging time \ 

Upon motion of counsel for petitioner, it is 

Ordered that the time for preparation of the evidence and for 
transmission and delivery of the record sur petition for review of 
i the above-entitled proceeding in the Court of Appeals of the Dis¬ 
trict of Columbia be, and it is hereby, extended to October 23,1932. 

[seal.] (Signed) Logan Morris, Member. 

Dated Washington, D. C., September 19,1932. 

A true copy. Teste. 

B. D. Gamble, 

Clerk, U. S. Board of Tax Appeals . 
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107 United States Board of Tax Appeals 

Docket No. 24887 

David Burnet, Commissioner of Internal Revenue, petitioner 

v. 

Gulf, Mobile & Northern Railroad Company, respondent 

Stipulation for enlargement of time in which to prepare statement of 
evidence and transmit record to the Court of Appeals , District of 
Columbia 

Filed Oct. 24, 1932 

It is hereby stipulated by and between the parties hereto that the 
time in which to prepare and transmit to the clerk of the Court of 
Appeals of the District of Columbia transcript of record and state¬ 
ment of evidence in this proceeding may be enlarged to and includ¬ 
ing November 30,1932. 

(Signed) C. M. Charest, 

General Counsel Bureau of Interned Revenue , 

Counsel for Petitioner\ 
Geo. E. H. Goodner, 

Counsel for Petitioner , 
Munsey Budding, 'Washington , D. C. 

ECA: RBI. 

[Indorsed:] Board of Tax Appeals. No. 5853. David Burnet, 
Commissioner of Internal Revenue, appellant, vs. Gulf, Mobile & 
Northern Railroad Co. Court of Appeals, District of Columbia. 
Filed Nov. 22,1932. Henry W. Hodges, clerk. 
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No. 5854. 

Gulf, Mobile & Northern Railroad Co., Appellant, 

vs. 

David Burnet, Commissioner of Internal Revenue. 


1 Docket No. 24887. 

Gulf, Mobile & Northern Railroad Co. 

9 

vs. i 

Commissioner of Internal Revenue. 

For Taxpayer: Geo. E. H. Goodner, Esq. 

For Commissioner: E. C. Algire, Esq. 

Docket Entries . 

1927. | 

Mar. 3. Petition received and filed. Taxpayer notified. 

44 4. Copy of petition served on General Counsel. 

May 3. Motion for extension to 6-17-27 to file answer 
filed by G. C. j 

44 7. Granted. Both sides notified. 

June 17. Motion for extension to June 27, 1927 to answer 
filed by G. C. 

4 4 22. Answer filed by G. C. 

44 18. Motion granted. Both sides notified. 

44 30. Copy of answer served on taxpayer-^Gen. Cal. 

1928. | 

Dec. 8. Hearing set Jan. 28, 1929. 

44 17. Motion for transfer to reserve calendar filed by 

taxpayer. 12-19-28 Granted. 

1929. 

Oct. 28. Motion to place on circuit calendar at Mobile, Ala. 
filed by taxpayer. 10-31-29 Granted. 

1—5854a 
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1930. 

Feb. 1. Hearing set 3-10-30 at Mobile, Ala. 

“ 26. Hearing set 3-31-30 at Mobile, Ala. Revised 
notice. 

Mar. 6. Motion for leave to file amended answer filed by 
G. C. Amended answer tendered. 

“ 6. Motion to consolidate with 35898 for hearing filed 

by G. C. 3-8-30 Granted. 

“ 8. Motion to amend answer granted. 

“ 17. Application for subpoena filed by G. C. 

“ 17. Application for subpoena duces tecum filed by 

G. C. 

“ 18. Subpoena of I. B. Tigrett et al. issued. 

“ 18. Subpoena of F. M. Hicks issued. 

Apr. 4. Hearing held before Chas. M. Trammell, Div. 2, 

on the merits, at Mobile, Ala. Amended peti¬ 
tion filed in docket numbers 24887, 35898 and 
42150; copies served on respondent; answers 
read into record. Dockets 24887, 35898, 38295, 
42149 consolidated for hearing and decision. 
Briefs due in 60 days. 

“ 16. Transcript of hearing at Mobile, Ala. Apr. 2, 

1930 filed. 

June 13. Motion for extension of 30 days from July 1,1930 

to file briefs filed by taxpayer. 6-17-30 Granted. 

“ 30. Brief filed by G. C. 

July 26. Motion to correct record filed by taxpayer. 

7-31-30 Granted. 

“ 29. Motion for 30 day extension to file brief filed by 

taxpayer. 7-30-30 Granted. 

Aug. 26. Brief filed by taxpayer. 

1931. 

Feb. 20. Findings of fact and opinion rendered, Chas. M. 

Trammell, Div. 2. Judgment will be entered 
under Rule 50. 

2 

May 15. Motion to correct findings and opinion filed by 

taxpayer. 

“ 15. Proposed settlement under rule 50 filed by tax¬ 

payer. 

“ 21. Hearing set May 28, 1931 on settlement under 

Rule 50. 
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3 


44 21. Hearing set May 28,1931 on motion. 

44 26. Order striking from day calendar of M^y 28,1931 

and continuing sine die entered. 

44 22. Copy of motion and notice of hearing dhte served 

on G. C. 

July 6. Motion to correct opinion filed by G. C.! 

44 6. Notice of settlement filed by G. C. j 

44 8. Hearing set Aug. 5,1931 on motion. 

44 8. Hearing set Aug. 5,1931 on settlement. 

Aug. 5. Hearing had before Mr. Charles P. Smith, Div. 5, 
on motion of respondent to correct opinion; by 
consent continued to Sept. 9,1931. 

44 5. Order continuing hearing to Sept. | 9, 1931, 

entered. 

44 18. Motion for continuance to Sept. 23, 1931 filed by 

G. C. Granted 8-19-31. 

Sept. 23. Hearing had before Mr. Trammell on respond¬ 
ent’s motion to correct opinion. ^Notice of 
settlement filed. 

44 30. Order modifying and amending opinion entered. 

44 30. Decision entered, C. M. Trammell, Div. 2. 

44 28. Transcript of hearing of 9-23-31 filed, j 

Nov. 2. Motion to correct the decision of 9-30-31 filed by 
taxpayer. | 

44 7. Revised decision entered, C. M. Trammell, Div. 2. 

i 

Dec. 4. Motion to set aside decision of 11-7-31 ^nd recon¬ 
sider decision promulgated 2-20-31! filed by 
G. C. | 

44 9. Hearing set Dec. 16, 1931 on motion, j 

44 16. Hearing had before Mr. Trammell on motion of 
respondent to set aside decision. Taken under 
advisement. 

44 19. Order that respondent’s motion to set ^.side final 

decision of 11-7-31 and to reconsider decision 
promulgated 2-20-31 be granted and that deci¬ 
sion of the Board entered 11-7-31 be modified 
entered. 

44 21. Order that petitioner’s objection and exception to 

order of 12-19-31 be made a matter of record 
entered. 


I 
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1932. ’ 

Jan. 25. Motion for settlement without prejudice and 
agreed to by G. C. filed by taxpayer. 

“ 25. Order that revised decision entered Nov. 7, 1931 

be vacated and set aside, and second revised 
decision entered, C. M. Trammell, Div. 2. 

Mar. 22. Transcript of hearing 12-16-32 filed. 

July 25. Stipulation for review by Ct. of Ap. of D. C. filed. 

“ 25. Petition for review to Ct. of Ap. of D. C. with 

assignments of error filed by taxpayer. 

“ 25. Proof of service filed. 

“ 25. Petition for review to Ct. of Ap. of D. C. with 

assignments of error filed by G. C. 

“ 25. Proof of service filed. 

“ 25. Stipulation for review by Ct. of Ap. of D. C. 

filed. 

Sept. 19. Motion for extension to 10-23-32 to prepare & 
transmit record filed by taxpayer. 

“ 19. Motion for extension of 30 days to prepare and 

transmit record filed bv G. C. 

3 

Sept. 19. Orders extending time to Oct. 23, 1932 for prepa¬ 
ration of evidence and delivery of record en¬ 
tered. (Both appeals.) 

Oct. 18. Praecipe filed with proof of service thereon. 

“ 18. Agreed statement of evidence lodged. 

“ 20. Agreed statement of evidence approved and 
filed. 

“ 21. Order enlarging time to Nov. 30, 1932 for trans¬ 

mission and delivery of record entered. 

“ 24. Stipulation for enlargement of time to 11-30-32 to 

prepare and transmit record filed. 

“ 24. Agreed statement of evidence lodged. (G. C.) 

“ 24. Praecipe filed—proof of service thereon. 

“ 31. Agreed statement of evidence approved and 
ordered filed. (G. C.) 
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4 Docket No. 42150. i 

i 

Gulf, Mobile & Northern Railroad Co. 

vs. i 

i 

i 

Commissioner of Internal Revenue. 

For Taxpayer: Geo. E. H. Goodner, Esq. 

For Commissioner: E. C. Algire, Esq. j 

Docket Entries. 


1928. 

Dec. 31. Petition received and filed. Taxpayer notified. 

(Fee paid.) 

1929. ! 

Jan. 2. Copy of petition served on General Counsel. 

Mar. 2. Answer filed by G. C. 

“ 16. Copy of answer served on taxpayejr, assigned 

general calendar. 

Oct. 28. Motion to place on circuit cal. at Mobile, Ala. 
filed by taxpayer. 

“ 31. Motion granted. i 

1930. ! 

Feb. 1. Hearing set Mar. 10, 1930 at Mobile,! Ala. 

“ 26. Hearing set 3-31-30 at Mobile, Ala. (Revised no¬ 

tice.) 

Apr. 4. Hearing had before Chas. M. Tramniell, Div. 2, 

on merits. Amended petition filed; c?opv served 
on respondent; answer read in^o record; 
dockets 24887-35898-38295-42149 consolidated 
for hearing and decision. Briefs <Jue 60 days 
from date. 

“ 16. Transcript of hearing at Mobile 4-2-30 

filed. 

June 13. Motion for 30 days extension to file jbrief, filed 
by taxpayer. 6-17-30 Granted. 

“ 30. Brief filed by G. C. 

July 26. Motion to correct the record filed byf taxpayer. 

7-31-30 Granted. 

“ 29. Motion for extension of 30 days to file! brief, filed 

by taxpayer. 7-30-30 Granted. 

Aug. 26. Brief filed by taxpayer. 
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1931. 

Feb. 20. Findings of fact and opinion rendered, Chas. M. 

Trammell; judgment will be entered under 
Rule 50. 

May 15. Motion to correct findings and opinion filed by 
taxpayer. 

44 15. Proposed settlement under Rule 50 filed by tax¬ 

payer. 

44 21. Hearing set May 28,1931 on settlement. 

44 21. Hearing set May 28, 1931 on motion. 

44 26. Order that proceedings be stricken from day 
calendar of 5-28-31 and continued sine die, 
entered. 

44 22. Copy of motion and notice of hearing date served 

on G. C. 

July 8. Hearing set Aug. 5, 1931 on motion. 

44 6. Motion for Board to correct its opinion of Feb. 

20, 1931 filed by G. C. 

44 6. Notice of settlement filed by G. C. 

44 8. Hearing set Aug. 5, 1931 on settlement. 

Aug. 5. Hearing had before Chas. P. Smith, Div. 5, on 
motion to correct opinion; by consent continued 
to Sept. 9, 1931. 

44 5. Order continuing hearing to Sept. 9, 1931. 

44 18. Motion for continuance to Sept. 23, 1931, filed by 

G. C. 8-19-31 Granted. 

Sept. 23. Hearing had before Mr. Trammell on respond¬ 
ent’s motion to correct opinion. Notice of 
settlement filed. 

5 

Sept. 30. Order modifying and amending opinion, entered. 

44 30. Decision entered, C. M. Trammell, Div. 2. 

44 28. Transcript of hearing of 9-23-31 filed. 

Nov. 2. Motion to vacate and set aside decision and to 

substitute attached decision, filed by taxpayer. 

44 7. Revised decision entered—C. M. Trammell, Div. 2. 

Dec. 4. Motion to set aside decision of Nov. 7, 1931 and 

to reconsider decision of Feb. 20, 1931, filed by 
G. C. 

44 9. Hearing set Dec. 16, 1932 on motion. 

44 16. Hearing had before Mr. Trammell on respond¬ 

ent’s motion to set aside decision. Taken under 
advisement. 



1932. 
Jan. 25. 


Mar. 22. 
July 25. 

“ 25. 

“ 25. 

Sept. 19. 


Oct. 18. 
“ 18. 
“ 20 . 
“ 21 . 
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Order that respondent’s motion to s^t aside final 
decision of 11-7-31 and reconsider decision pro¬ 
mulgated 2-20-31 be granted and that decision 
of Board entered 11-7-31 be modified entered. 

Order that petitioner’s objection afid exception 
to order of Dec. 19, 1931 be mad^ a matter of 
record, entered. 

Motion for settlement without prejudice & agreed 
to by G. C., filed by taxpayer. 

Order that revised decision entered jNov. 7, 1931 
be vacated and set aside and sebond revised 
decision entered, C. M. Trammell, |Div. 2. 

Transcript of hearing Dec. 16,1932 filed. 

Stipulation to have case reviewed [by Court of 
Ap. of D. C. filed. 

Petition for review to Ct. of Appeals of D. C. 
with assignments of error filed by taxpayer. 

Proof of service filed. 

Motion for extension to 10-23-32 to prepare and 
transmit record filed by taxpayer. 

Order enlarging time to 10-23-32 to prepare and 
transmit record entered. 

Praecipe with proof of service thereob filed. 

Agreed statement of evidence lodged!. 

Agreed statement of evidence approved and filed. 

Order enlarging time to Nov. 30,193^ 6o transmit 
and deliver record entered. 

Filed March 3, 1927. 

i 

United States Board of Tax Appeals. 

Docket No. 24887. 


Gulf, Mobile and Northern Railroad Co., petitioner, 


Commissioner of Internal Revenue, Respondent. 

Petition . 

The above named petitioner hereby petitions for a re¬ 
determination of the deficiency set forth by the Commis- 
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sioner of Internal Revenue in his notice of deficiency 
(Bureau Symbols IT: CR: RR: 60D OWS), dated January 
6,1927, and as the basis of its proceeding alleges as follows: 

1. The petitioner is a corporation with principal office at 
71 Conti Street, Mobile, Alabama. 

2. The notice of deficiency, a copy of which is attached 
hereto and marked Exhibit “A”, was mailed to petitioner 
on January 6,1927. 

3. The taxes in controversy are income taxes for the 
calendar year 1920 and for $37,628.01, made up as follows: 


Deficiency claimed by Commissioner. $14,731.74 

Overassessment claimed by petitioner. 22,896.27 

Total tax in dispute. 37,628.01 


4. The determination of tax set forth in the said notice 
of deficiency is based upon the following errors: 

(a) In computing taxable net income, the Commissioner 
has erroneously included therein so-called 44 donations’’ to 
the amount of $7,918.02. 

7 (b) In computing taxable net income, the Com¬ 

missioner has erroneously disallowed as a deduction 
expenditures in the amount of $3,239.73, on account of 
“Transportation for Investment Credit.” 

(c) In computing taxable net income, the Commissioner 
has erroneously included therein $822,813.17, the amount 
received from the U. S. Government under Section 209 of 
the Transportation Act of 1920. 

(d) In computing taxable net income, the Commissioner 
has erroneously included therein $760.67, the 2% tax paid 
by the Director General of Railroads to the United States 
Government. 

(e) In computing taxable net income, the Commissioner 
has erroneously overstated same approximately $150,- 
000.00 because of failure to make proper adjustment in 
consideration of the settlement made with the Director 
General of Railroads which the Commissioner has applied 
to 1920. 

5. The facts upon which petitioner relies as the basis of 
this proceeding are as follows: 

(a) Petitioner is a corporation organized in-under 

the laws of the State of-and with principal office at 71 
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7 

Conti Street, Mobile, Alabama. Ever since organization it 
has been engaged in the operation of railroads.; 

(b) Petitioner rendered a timely income taxi return for 
the calendar year 1920 showing no taxable income. In 
February, 1924, the Commissioner, after making several 
adjustments, assessed a tax for the year of $22,896.27. 
Upon re-audit of the return he now claims a further defi¬ 
ciency of $14,731.74. 

(c) During the year 1920 petitioner accepted gifts of 
rights of way, etc., of the value of $7,918.02, ydiich were 
entered on its records under the account ternied “ Dona¬ 
tions’ ’ set up according to the Interstate Coimfaerce Com¬ 
mission classification of accounts. The Commissioner has 
included this amount in taxable income which gives rise to 
the error noted in paragraph 4(a) above. 

(d) During the year 1920, petitioner transported ma¬ 
terial, supplies, etc., of its own from one point to another 

over its own lines and for its own use. Under Inter- 
8 state Commerce Commission rules, a regular trans¬ 
portation charge must be entered in |an account 
termed “Transportation for Investment Credit.” This 
charge amounted to $3,239.73. The Commissioner has ex¬ 
cluded this item from deductible expenses in condputing tax¬ 
able net income, which action gives rise to the error noted 
in paragraph 4(b) above. 

(e) Petitioner received $822,813.17 from the United 
States Government under the provisions of Section 209 of 
the Transportation Act of 1920. The Commissioner has 
included this amount in gross income in computing taxable 
net income for 1920, which action gives rise tp the error 
noted in paragraph 4(c) above. 

(f) The Director General of Railroads paid toj the United 
States Government $760.67, same being the 2%| tax which 
he was required to pay under the Federal Control Act of 
March 1, 1918, on account of this petitioner fqr the year 
1920. The Commissioner has included this amqunt in tax¬ 
able income which gives rise to the error noted in para¬ 
graph 4(d) above. 

(g) Petitioner made a lump sum settlement with the 
Director General of Railroads for the period during which 
its property was under Government control. The Commis¬ 
sioner holds that by this settlement petitioner was paid for 
any undermaintenance of the property during such period, 
but has failed to make due allowance for such ajs deprecia- 
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tion. The effect is to increase 1920 income in the amount 
of approximately $150,000.00 over what it should be, on 
account of this lump sum settlement, which action gives rise 
to the error noted in paragraph 4(e) above. 

6. Wherefore, petitioner prays that this Board may hear 
the proceeding and find: 

(a) That “Donations” in the amount of $7,918.02 in 1920 
were not taxable income. 

(b) That expenditures in the amount of $3,239.73 in¬ 
curred by petitioner in 1920 in transporting its own ma¬ 
terial over its own lines for its own use, and charged as 
“Transportation for Investment Credit,” on its records, 
should be allowed as deductions in computing net income. 

(c) That the amount of $822,813.17 received from the 
United States Government under Section 209 of the Trans¬ 
portation Act of 1920 was not taxable income. 

9 (d) That the 1 2% tax of $760.67 paid for 1920 by 
the Director General of Railroads under the Federal 

Control Act of March 1, 1918, on account of this petitioner, 
was not taxable income of this petitioner. 

(e) That taxable net income for 1920 should be reduced 
bv the amount included therein because of failure to make 

m/ 

proper allowance in the lump sum settlement for the 
Government Control Period of the additional depreciation 
sustained by petitioner for such period. 

(f) That the tax liability should be recomputed on the 
basis of these findings, and the deficiency or overpayment 
re-determined on such basis, 

And grant such other relief as petitioner may be entitled 
to or which to the Board mav seem equitable and proper. 

GEO. E. H. GOODNER, 

Counsel for Petitioner. 

Address: Munsey Building, Washington, D. C. 

Of Counsel: 

WALTER K. SMITH, 

Mobile, Alabama. 

10 Verification. 

State of Alabama, 

County of Mobile , ss: 

R. E. De Neefe being duly sworn, says that he is the 
Comptroller of the Gulf Mobile and Northern Railroad 
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Company, and as such that he is duly authorized to verify 
the foregoing petition; that he has read the foitegoing peti¬ 
tion, or had the same read to him ; and is familiar with the 
statements contained therein, and that the factjs stated are 
true, except as to those facts stated to be upon information 
and belief, and those facts he believes to be true. 

(Signed) R. E. De NEEFE. 

Subscribed and sworn to before me this 28th day of 
Februarv, 1927. ! 

(Signed) W. H. DUFFER, 

[seal.] Notary Public . 

11 (Exhibit A.) 

Copy. 

IT :CR :RR-60D. OWS. 

* 

JaJa. 6,1927. 

Gulf, Mobile and Northern Railroad Company, 

71 Conti Street, 

Mobile, Alabama. 

Sirs: 

A reexamination of your income and profits tax returns 
and those of your affiliated company discloses a deficiency 
in tax for the year 1920 of $14,731.74 and overassessments 
for the years 1922 and 1923 amounting to $27,651.01 as 
shown in the attached statement and accompanying 
schedules. 

In accordance with the provisions of Sectioi} 274 of the 
Revenue Act of 1926, vou are allowed 60 davs from the 
date of mailing of this letter within which to file a petition 
for the redetermination of this deficiency. Anjv such peti¬ 
tion must be addressed to the United States B<j>ard of Tax 
Appeals, Earle Building, Washington, D. C., and must be 
mailed in time to reach the Board within the 60|dav period, 
not counting Sunday as the sixtieth day. 

Where a taxpayer has been given an opportunity to file a 
petition with the United States Board of Tax Appeals and 
has not done so within the 60 days prescribed and an as¬ 
sessment has been made, or where a taxpayer! has filed a 
petition and an assessment in accordance with the final 
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decision on such petition has been made, the unpaid amount 
of the assessment must be paid upon notice and demand 
from the Collector of Internal Revenue. No claim for 
abatement can be entertained. 

If you acquiesce in this determination and do not desire 
to file a petition with the United States Board of Tax 
Appeals, you are requested to execute a waiver of your 
right to file a petition with the United States Board of Tax 
Appeals on the inclosed Form A, and forward it to the 
Commissioner of Internal Revenue, Washington, D. C., for 
the attention of IT :CR :RR-60D. In the event that you 
acquiesce in a part of the determination, the waiver should 
be executed with respect to the items to which you agree. 

Respectfully, 


(Signed) 


D. H. BLAIR, 

Commissioner, 
By C. R. NASH, 


Assistant to the Commissioner. 


Inclosures: Statement, Form A. 


12 Statement of Returns Examined and Resulting Tax 

Liability. 

Returns Examined. 


Company. 

Gulf, Mobile and 
Northern Railroad 
Company, Mobile, 
Alabama. 


Year. 


Form. 


1920 

1921 Original 

1921 Amended 

1922 

1923 


1120 Consolidated. 
1120 
1120 

1120 “ 

1120 


Tax Liability. 


Over- 

Company. Year. Deficiency. assessment. 

Gulf, Mobile and Northern 1920 $14,731.74 . 

Railroad Company,' Mo- 1921 None None 

bile, Alabama. 1922 . $21,705.21 

1923 . 5,945.80 


Totals . 

Net overassessment, $12,919.27. 


$14,731.74 $27,651.01 
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Full details of the adjustments producing the above- 
stated results are contained in the attached Schedules 1 to 
7, inclusive. 

In arriving at this tax liability due consideration has 
been given to the statements contained in your claim for 
the credit of $19,976.29 for the year 1922, together with the 
statements set forth in your protest dated September 4, 
1926 and to information submitted in conference held in 
this office under date of October 16,1926. j 
13 The overassessments shown herein w^ll be made 
the subject of Certificates of Overassessment which 
will reach you in due course through the office of the Col¬ 
lector of Internal Revenue for your district and will be 
applied by that official in accordance with thej provisions 
of Section 284(a) of the Revenue Act of 1926. 

Waivers for the years 1920, 1921 and 1922,! which will 
expire December 31, 1927 are on file in this Bureau. 

A carbon copy of this letter has been mailed to Mr. 
George E. H. Goodner, Munsey Building, Washington, 
D. C., and Mr. Walter K. Smith, City Bank Building, Mo¬ 
bile, Alabama, in accordance with specific instructions in 
power of attorney running to the aforesaid and on file in 
this office. 

The right of appeal as set forth herein applies only to 
those years in which there is a deficiency of tax as defined 
by Sections 273 and 283 of the Revenue Act of 1926. 

The following items contained in your protest dated 
September 4, 1926 have been denied. 

Donations: 

Due consideration has been given to the data submitted 
on this issue. The Bureau holds that the Cuba Railway 
Company decision is not applicable to the conditions under 
which these donations are made. Accordingly,! the action 
set forth in Bureau letter dated July 20, 1926,1 is held to 
be correct. 

i 

Guaranty Period Settlement: j 

The Bureau has given careful consideration t6 this issue 
and considers its action as set forth in Bureau letter dated 
July 20, 1926, as correct and in accordance with Solicitor’s 
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Memorandum 2970, C. B. IV-1 Page 127, and Article 52, 
Regulations 45. 

Transportation for Investment Credit: 

After due consideration of the data submitted on this 
issue, the Bureau holds that this amount represents the 
cost to you of transportation, over your own rails, of men 
and material for construction purposes and consequently 
represents capital expense and is not, therefore, an allow¬ 
able deduction. Accordingly, the conclusions set forth in 
Bureau letter dated July 20, 1926 with respect to this item 
are sustained. 

14 With respect to your contention that the Unit has 
failed to allow as a deduction from gross income, 

depreciation not allowed by the Director General of Rail¬ 
roads in the final settlement with your company. You are 
advised that in the final settlement with the Director Gen¬ 
eral of Railroads depreciation was allowed in the amount 
of $150,196.34, but that it was offset by an equal amount 
of overmaintenance of equipment during the period of 
Federal Control which has been allowed as a deduction 
in the year 1921 (Schedule No. 3). Hence no adjustment 
for depreciation has been made. 

15 Schedule 1. 

Net Income. 

Net income as disclosed by Bureau letter dated 


July 20, 1926 . $379,612.89 

As corrected . 378,280.05 

Deduction . $1,332.84 

Deduction: Rental on equipment . $1,332.84 


This item representing rental on your own equipment is 
allowed as a deduction from gross income in accordance 
with O. D. 811, C. B. 4, Page 276. 
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Schedule 2. 

Computation of Tax, 1920. 


Net income for year (Schedule 1). $378,280.05 

Less: Exemption . 2,000.00 


Balance taxable at 10%. $376,280.05 

Income tax . $^7,628.01 

Previously assessed. j 

Original return . None ! 

Additional assessment, February, 

1924, Page 1, Line 5, Special 4... 22,896.27 

- 122,896.27 

. . i. . - 

! 

Additional to be assessed. $14,731.74 


No excess profits tax is developed for the reason that 
the statutory credits exceed the taxable income. 

16 [Stamp:] Filed Jun. 22, 1927, United States Board 

of Tax Appeals. 

I 

United States Board of Tax Appeals. | 

Docket No. 24887. 

Gulf, Mobile and Northern Railroad Co., Petitioner, 

VS. | 

Commissioner of Internal Revenue, Respondent. 

i 

Answer. 


The Commissioner of Internal Revenue, by his |attorney, 
A. W. Gregg, General Counsel, Bureau of Internal Rev¬ 
enue, for answer to the petition of the above-najmed tax¬ 
payer, admits and denies as follows: j 

1. Admits the allegations in said paragraph of the pe¬ 
tition. 

2. Admits the allegations in said paragraph of the pe¬ 
tition. 


i 

i 
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3. Admits that the taxes in controversy are income taxes 
for the calendar year 1920 and that the deficiency claimed 
by respondent is $14,731.74. 

5. (a) Admits that petitioner is a corporation, with prin¬ 
cipal office at 71 Conti Street, Mobile, Alabama. Admits 
that ever since organization it has been engaged in the 
operation of railroads. 

(b) Admits that the petitioner rendered a timely income 
tax return for the year 1920, showing no taxable income. 
Admits that in February 1924, the Commissioner, after 
making several adjustments assessed a tax for the year 
of $22,896.27. Admits that the deficiencv now claimed is 
$14,731.74. 

(c) Admits that during the year 1920, petitioner received 
cash of $7,918.02, or property of equal value, which was 
entered on its records under the account termed “Dona¬ 
tions” set up according to the Interstate Commerce 

17 Commission classification of accounts. Admits that 
the Commissioner has included this amount in tax¬ 
able income. Denies that such amount represents gifts. 

(d) Admits that during the year 1920 petitioner trans¬ 
ported material, supplies, etc., of its own from one point to 
another over its own lines and for its own use. Admits 
that under the Interstate Commerce Commission rules a 
regular transportation charge must be entered in an account 
termed “Transportation for Investment Credit”. Denies 
the remaining allegations in said paragraph of the petition. 

(e) Admits that the petitioner received $822,813.17 from 
the United States Government under provisions of Section 
209 of the Transportation Act of 1920. Admits that the 
Commissioner has included this amount in gross income in 
computing taxable income for 1920 but denies that any 
error was committed in so doing. 

(f) Admits that the Director General of Railroads paid 
to the United States Government $760.67, same being the 
2% tax which he was required to pay under the Federal 
Control Act of March 1, 1918, on account of this petitioner 
for the year 1920. Denies the remaining allegations in said 
paragraph of the petition. 

(g) Admits that the petitioner made a lump sum settle¬ 
ment with the Director General of Railroads for the period 
during which its property was under Government control. 
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Admits that the Commissioner holds that by this settlement 
petitioner was paid for any undermaintenance of the prop¬ 
erty during such period. Denies the remaining allegations 
in said paragraph of the petition. 

Denies generally and specifically each and 6very allega¬ 
tion contained in the taxpayer’s petitio^i not herein- 
18 before admitted, qualified, or denied. 

Wherefore it is prayed that the taxpayer’s appeal 
be denied. 

A. W. GREGG, 


General Cdunsel, 

i 7 

Bureau of Internal Revenue. 

Of Counsel: 

THOS. P. DUDLEY, Jr., 

Special Attorney , 

Bureau of Internal Revenue. 


19 [Stamp:] United States Board of Tax Appeals. 
Tendered Mar. 6, 1930. i 

Filed Mar. 8,1930. i 


United States Board of Tax Appeals. 
Docket No. 24887. 


Gulf, Mobile and Northern Railroad Co., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Amended Answer. \ 

i 

j 

The Commissioner of Internal Revenue, bv his attorney, 
C. M. Charest, General Counsel, Bureau of Internal Reve¬ 
nue, for answer to the petition of the above named taxpayer, 
admits and denies as follows: 

! 

1. Admits the allegations contained in paragraph 1 of 
the petition. 

2. Admits the allegations contained in paragraph 2 of the 
petition. 

3. Admits that the taxes in controversy are income taxes 
for the calendar year 1920 and that the deficiency claimed 
by the respondent is $14,731.74. 

2—5854a 
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4. Denies that error was committed as alleged in para¬ 
graph 4, subdivisions (a) to (e), inclusive. 

5. (a) Admits the allegations contained in subdivision 

(a) of paragraph 5 of the petition. 

(b) Admits that the petitioner rendered a timely income 
tax return for the calendar year 1920, showing no taxable 
income. Admits that in February, 1924, the Commissioner, 
after making several adjustments, assessed a tax for the 
calendar year 1920 of $22,896.27. Admits that the defi¬ 
ciency now claimed is $14,731.74. 

(c) Admits that during the calendar year 1920 the peti¬ 
tioner received in cash, or property of equal value, the sum 

of $7,918.02 which was included in its records under 
20 the account termed “Donations” set up according to 
the Interstate Commerce Commission classification 
of accounts. Admits that the Commissioner has included 
the amount in question in taxable income. Denies that such 
amount constitutes gifts. 

(d) Admits that during the year 1920 the petitioner 
transported materials,! supplies, etc., of its own from one 
point to another over its own lines and for its own use in 
construction work. Admits that under the rules of the In¬ 
terstate Commerce Commission the petitioner was required 
to enter the cost of transporting such materials, supplies, 
etc., in an account termed “Transportation for Investment 
Credit.” Denies the remaining allegations in subdivision 
(d) of paragraph 5 of the petition. 

(e) Admits that the petitioner received $822,813.17 from 
the United States Government under the provisions of sec¬ 
tion 209 of the Transportation Act of 1920. Admits that 
the Commissioner has included this amount in gross income 
in computing taxable income for the year 1920, but specifi¬ 
cally denies that any error was commit-ed in so doing. 

(f) Denies the allegations contained in subdivision (f) 
of paragraph 5 of the petition. 

(g) Admits that the petitioner made a settlement with 
the Director General of Railroads for the period during 
which its property was under Federal control. Admits 
that the Commissioner holds that by this settlement the 
petitioner was paid for any undermaintenance of its prop¬ 
erty during such period. Denies the remaining allegations 
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contained in subdivision (g) of paragraph 5 of the peti¬ 
tion. 

i 

21 6. Denies generally and specifically each and every 

allegation in the taxpayer’s petition contained not 
hereinbefore admitted, qualified, or denied. 

I 

7. The respondent avers that the deficiency proposed 
against the petitioner for the calendar year |1920 in the 
amount of $14,731.74 was arrived at by competing the tax 
liability at the rate of 10% on the consolidated taxable net 
income of $378,280.03 as determined by him; ayers that the 
aforesaid deficiency determined at the rate of 10% on all of 
the consolidated taxable net income is erroneous; and avers 
that the deficiency should have been determined by comput¬ 
ing the tax liability at the rate of 8% on the amount of con¬ 
solidated taxable net income earned during the j two months 
of January and February, 1920, and at the ratq of 10% on 
the amount of consolidated taxable net income jearned dur¬ 
ing the ten months from March 1 to December 01,1920. 

Wherefore it is prayed that the petitioner’s appeal be de¬ 
nied and that it be held that the deficiency herein should be 
computed at the rate of 8% on the consolidated taxable net 
income of the petitioner earned during the two months of 
January and February, 1920, and at the rate of 10% on the 
consolidated taxable net income of the petitioner earned 
during the period from March 1 to December 31, 1920, as 
alleged in paragraph 7 hereof. 

(Signed) C. M. CHARES^, 

C. M. CHARESTj, 

General Coynsel, 
Bureau of Internal Revenue . 

Of Counsel: j 

L. A. NORMAN, 

E. C. ALGIRE, 

Special Attorneys, 

Bureau of Internal Revenue . 


ECArRMB. 
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22 [Stamp:] U. S. Board of Tax Appeals, Div. 2, Docket 

24887. Filed at Hearing Apr. 2, 1930. 

United States Board of Tax Appeals. 

Docket No. 24887. 

Gulf, Mobile and Northern Railroad Co., Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 

Amended Petition. 

The above named petitioner hereby petitions for a rede¬ 
termination of the deficiency set forth by the Commissioner 
of Internal Revenue in his notice of deficiency (Bureau 
Symbols IT:CR:RR:60D OWS), dated January 6, 1927, 
and as the basis of its proceeding alleges as follows: 

1. The petitioner is a corporation with principal office 
at 71 Conti Street, Mobile, Alabama. 

2. The notice of deficiency, a copy of which is attached 
to the original petition, and marked Exhibit “A”, was 
mailed to petitioner on January 6,1927. 

3. The taxes in controversy are income taxes for the cal¬ 
endar year 1920 and for $37,628.01. 

4. The determination of tax set forth in the said notice 
of deficiency is based upon the following errors: 

(a) In computing taxable net income, the Commissioner 
has erroneously included therein so-called ‘ 4 donations’’ to 
the amount of $7918.02. 

(b) In computing taxable net income, the Commissioner 
has erroneously disallowed as a deduction expenditures in 
the amount of $3239.73, on account of “Transportation for 
Investment Credit.” 

(c) In computing taxable net income, the Commissioner 
has erroneously included therein $822,813.17, the amount 
received from the U. S. Government under Section 209 of 

the Transportation Act of 1920. 

23 (d) In computing taxable net income the Commis¬ 
sioner has erroneously failed to allow as a deduction 

the sum of $150,196.34 representing depreciation on equip¬ 
ment sustained during the Federal Control period and 
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charged to the Director General of Railroad^, but which 
was not allowed by him in the final settlement in 1920. 

(e) In computing taxable income the Commissioner has 
erroneously failed to allow as a deduction ithe sum of 
$82,187.99 representing overmaintenance of equipment 
charged to petitioner in the final settlement in 1920. 

(f) In computing taxable net income the Commissioner 
has erroneously included therein $50,561.95 as the amount 
returned to petitioner for material and supplies at the end 
of the Federal Control period, in excess of thb amount of 
material and supplies taken over by the Director General 
at the beginning of the Federal Control period; 

(g) In computing taxable net income the Commissioner 
has erroneously included therein back mail pay allowed in 
1920 for the years 1916 and 1917 in the amount of $4,000.00. 

(h) In computing taxable net income the Commissioner 

has erroneously disallowed expenses in the amount of 
$162.06 incurred by petitioner in connection ydth the au¬ 
thorization and issuance of 30-year Series A Bonds, said 
amount being the proportionate part of the tqtal expense 
incurred in connection with said issue which ijs applicable 
to the year 1920. j 

(i) In computing the tax liability the Commissioner has 
erroneously computed the income tax at 10 pei* cent of the 
net income for the entire year, whereas for th^ months of 
January and February the tax should be computed at 8 
per cent. 

(j) In computing taxable net income the Commissioner 
has erroneously failed to include therein the amount of 
$2,226.49 representing miscellaneous items of I income re¬ 
ceived by petitioner in the final settlement in 1920. 

24 5. The facts upon which petitioner relies as the 

basis of this proceeding are as follows: 

(a) Petitioner is a corporation organized January 1, 
1917 under the laws of the State of Alabama and other 
States, and with principal office at 71 Conti Street, Mobile, 
Alabama. Ever since organization it has been engaged 
in the operation of railroads. 

(b) Petitioner rendered a timelv income tax return for 
the calendar year 1920, to the Collector of Internal Reve¬ 
nue at Birmingham, Ala., showing no taxable income. In 
February, 1924, the Commissioner, after making several 

adjustments, assessed a tax for the year o^ $22,896.26. 

! 
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Upon re-audit of the return he now claims a further de¬ 
ficiency of $14,731.74. 

(c) During the year 1920 petitioner accepted gifts of 
right of way, etc., of the value of $7,918.02, which were en¬ 
tered on its records under the account termed “Donations” 
set up according to the Interstate Commerce Commission 
classification of accounts. The Commissioner has included 
this amount in taxable income which gives rise to the error 
noted in paragraph 4 (a) above. 

(d) During the year 1920, petitioner transported ma¬ 
terial, supplies, etc., of its own from one point to another 
over its own lines and for its own use. Under Interstate 
Commerce Commission rules, a regular transportation 
charge must be entered in an account termed “Transpor¬ 
tation for Investment Credit.” This charge amounted to 
$3,239.73. The Commissioner has excluded this item from 
deductible expenses in computing taxable net income, which 
action gives rise to the error noted in paragraph 4 (b) 
above. 

(e) Petitioner received $822,813.17 from the United 
States Government under the provisions of Section 209 of 
the Transportation Act of 1920. The Commissioner has 
included this amount in gross income in computing taxable 
net income for 1920, which action gives rise to the error 
noted in paragraph 4 (c) above. 

(f) Petitioner’s railroad and equipment was taken over 
bv the President and was under control of the Director Gen- 
eral of Railroads throughout the period January 1, 1918 to 
February 29, 1920, inclusive. The standard return paid 
to Petitioner was arrived at by the Director General by 
taking the average annual railway operating income of 

petitioner for the test period. There was no written 
25 contract between petitioner and the government in 
respect to Federal control, and after petitioner’s 
property was returned to it on February 29,1920 petitioner 
and the Director General made a lump sum settlement as 
the result of which petitioner paid to the Director General 
the sum of $100,000.00. Said settlement was in full of all 
charges either against or in favor of Petitioner. 

(g) At the time Petitioner’s properties were taken over 
by the Director General of Railroads it had on hand ma¬ 
terial and supplies costing $286,664.26. At the termina¬ 
tion of said Federal Control period the Director General 
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turned back to Petitioner material and supplied the market 
value of which at that time was $275,912.03. 

In the aforesaid lump sum settlement Petitioner claimed, 
and the Director General allowed, as further reimburse- 
ment for material and supplies taken over, the kum of $61,- 
314.18. The Director General thus returned tp Petitioner 
material and supplies and the equivalent of the then mar¬ 
ket value of $337,226.21. The difference between this 
amount and the cost of material and supplies' taken over 
by the Director General or $50,561.95, represents the 
amount necessary to make Petitioner whole Ion the ma¬ 
terial and supplies taken over by the Director General 
in kind. Respondent has included said amount bf $50,561.95 
in taxable net income for 1920. 

(h) In 1920 the Postmaster General paid tp Petitioner 
$15,706.62 as additional compensation for carrying mails 
in 1916 and 1917. $4,000.00 of said amount is! included in 
taxable income as determined by respondent. 

(i) On October 1, 1920 Petitioner authorized and issued 
its Series A Bonds, to mature in thirty (30) j years from 
said date. The Attorneys’ fees, printing, recording fees 
and other expenses in connection with said bond issue ag¬ 
gregated $19,446.72, all of which was set up on Petitioner’s’ 
books as a Deferred Charge to be amortized pver the life 
of the bonds. The aliquot part of said expense applicable 
to 1920 was $162.06 which respondent has not allowed as a 
deduction in computing income for said year. 

(j) The income tax rate on corporations was 10 per cent 
in 1920, except that during January and February the rate 
under the law was only 8 per cent on railroad companies, 
the other two per cent being paid by the Director General 
of Railroads. 

Respondent has computed Petitioner’s incomie tax at the 

rate of 10 per cent for the entire yearj whereas it 

26 should be only 8 per cent for the first two months of 

the year. 

•> 

6. Wherefore, petitioner prays that this Board may hear 
the proceeding and find: 

(a) That “Donations” in the amount of $7,918.02 in 
1920 were not taxable income. 

(b) That expenditures in the amount of $3,239.73 in¬ 
curred by petitioner in 1920 in transporting its own ma¬ 
terial over its own lines for its own use, and charged as 


i 
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“Transportation for Investment-Credit,” on its records, 
should be allowed as deductions in computing net income. 

(c) That the amouiit of $822,813.17 received from the 
United States Government under Section 209 of the Trans¬ 
portation Act of 1920 was not taxable income. 

(d) That net income, as determined, should be reduced 
by the amounts of $150,196.34 and $82,187.99 as aforesaid. 

(e) That the net income, as determined by the Com¬ 
missioner, should be reduced in the amount of $50,561.95 
which he has included therein and designated “material 
and supplies.” 

(f) That back mail pay received by petitioner in 1920 in 
the amount of $4,000.00 should be excluded from income 
as determined by the Commissioner. 

(g) That Net Income as computed should be reduced in 
the amount of $162.06 representing the aliquot part of bond 
expenses applicable to 1920. 

(h) That the income tax should be computed at only 
eight (8) per cent on the income for January and February, 
and ten (10) per cent on the income for the balance of 
the year. 

(i) That net income as determined should be increased by 
the amount of $2,226.49 as aforesaid. 

(j) That the net income should be recomputed on the 
basis of the foregoing findings and the tax liability rede¬ 
termined accordingly, 

27 and grant such other relief as petitioner may be 
entitled to or which to the Board may seem equitable 

and proper. 

GEO. E. H. GOODNER, 

GEO. E. H. GOODNER, 

Counsel for Petitioner. 

Address: Munsev Building, Washington, D. C. 

Of Counsel: 

WALTER K. SMITH, 

Mobile, Alabama. 

28 Verification. 

State of Alabama, 

Comity of Mobile, ss: 

R. E. De Neefe, being duly sworn, says that he is the 
Comptroller of the above named petitioner and as such is 
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duly authorized to verify the foregoing petition; that he 
has read the foregoing petition, or had the same read to 
him, and is familiar with the statements contained therein, 
and that the facts stated are true, except as to those facts 
stated to be upon information and belief, and those facts he 
believes to be true. 

(Signed) R. E. De jNEEFE. 

i 

i 

Subscribed and sworn to before me this 2nd day of April, 
1930. 

(Signed) W. H. DUF^EE, 

Notary Public . 

i 

29 United States Board of Tax Appeals. 

Docket No. 24887. j 

Gulf, Mobile & Northern Railroad Co., Petitioner, 

v - 

Commissioner of Internal Revenue, Respondent. 

I 

Answer to Amended Petition. j 

(Dictated orally at the hearing April 2, 1930^ and tran¬ 
scribed from pages 7 to 14, inclusive, of the transcript of 
the proceedings at the hearing.) 

“Comes now the respondent by his attorney, C. M. 
Charest, General Counsel, Bureau of Internal Revenue and 
for answer to the amended petition filed in the appeal of 
Gulf, Mobile & Northern Railroad Company, Docket No. 
24887, admits and denies as follows: 

1. Admits the allegations contained in paragraph 1 of 
the amended petition. 

2. Admits the allegations contained in paragraph 2 of the 
amended petition. 

3. Admits that the taxes in controversy are income taxes 
for the calendar year 1920, but denies the amount in con¬ 
troversy is correctly stated therein. 

Paragraph 4, subdivision A, concedes that error was com¬ 
mitted as alleged in subdivision A of paragraph 4 of the 
amended petition. 

Subdivisions B and C of paragraph 4 denies that error 
was committed as alleged in subdivision B and C paragraph 
4 of the amended petition. 
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Subdivisions D and E concedes that error was committed 
in subdivisions D and E of paragraph 4 of the amended 
petition. 

Subdivisions F and G, denies that error was committed 
as alleged in subdivisions F and G of paragraph 4 of the 
amended petition. 

Subdivision H concedes that error was committed as al¬ 
leged in subdivision H of paragraph 4. 

30 Subdivision I : admits that the income tax was er¬ 
roneously computed at the rate of ten percent for 
the entire year 1920 whereas it should have been computed 
at the rate of 8 percent on the taxable net income earned 
during January and February 1920, and at a rate of 10 per¬ 
cent on the net taxable income earned during the remaining 
ten months of 1920. 

Subdivision J concedes that error was committed as al¬ 
leged in subdivision J of the amended petition. 

Paragraph 5 A, admits the allegations contained in para¬ 
graph 5 a of the amended petition. 

Paragraph 5 B admits that the petitioner rendered a 
timely income tax retiirn for the calendar year 1920, show¬ 
ing no taxable income. 

Admits that in February 1924, the Commissioner after 
making several adjustments assessed the tax on the calen¬ 
dar year 1920 in the amount of $22,896.27. 

Admits that a further deficiency of $14,731.74 is claimed 
in the notice of deficiency from which this appeal was taken. 

Paragraph C admits the allegations contained in para¬ 
graph 5 C. 

Paragraph 5 D, admits that during the year 1920 the peti¬ 
tioner transported materials and supplies, etc., of its own 
from one point to another over its own line, and for its own 
use in construction work. 

Admits that under the rules of the Interstate Commerce 
Commission the petitioner was required to enter the cost 
of transporting materials and supplies, etc., in an account 
termed “Transportation for Investment credit.” 

Denies the remaining allegations contained in subdivision 
D of paragraph 5 of the amended petition. 

Paragraph 5 E, admits that the petitioner received the 
sum of $822,813.17 from the United States Government dur¬ 
ing the year 1920 under the provisions of section 209 of the 
Transportation Act of 1920. 


DAVID BURNET, COMMR. OF INT. REVENUE, j 27 

Admits that the Commissioner has included thi$ amount 
in gross income in computing the consolidated taxable net 
income for the year 1920, but specifically denies that any 
error was committed in so doing. 

Paragraph 5 F admits that the petitioner railrbad prop¬ 
erties were taken over by the President, and were under 
control of the director general of railroads thoughout the 
period January 1, 1918, to February 29, 1920, inclu¬ 
sive. 

31 Admits that the standard return compensation 
paid to the petitioner was arrived at by the director 
general by taking the average annual railyay oper¬ 
ating income of the petitioner and/or its predecessor cor¬ 
poration for the test period. 

Admits that the agreement known as the “ standard agree¬ 
ment” was not entered into between the petitioner and the 
director general of railroads, but specifically denies that 
no written contract of any kind was entered intb between 
the parties with respect to the federal control period. 

Admits that after the petitioner’s properties were re¬ 
turned to it as of midnight, February 29, 1920, aj final set¬ 
tlement was made between the parties, by which the peti¬ 
tioner paid the director general $100,000, but specifically de¬ 
nies that such settlement was a lump sum settlement. 

Admits that the settlement was in full of afi charges 
against or in favor of the petitioner. 

Paragraph 5 G, admits that the cost of the petitioner of 
materials and supplies taken over by the director general 
of railroads as of January 1, 1918, was $286,664.2(3. 

Admits that at the end of the federal control period the 
director general returned materials and supplies tb the peti¬ 
tioner valued at $275,912.03. j 

Admits that in the final settlement between the petitioner 
and director general in the year 1920 the petitioner was al¬ 
lowed a sum on account of shortage in units of materials and 
supplies returned over units of materials and supplies taken 
over in the amount of $61,314.18. 

Admits that in determining taxable income for the year 
1920 the respondent has included therein an amount of $50,- 
561.95 representing the excess of the sum of thb value of 
materials and supplies returned by the directop general, 
plus the allowance of $61,314.18 over the cost of; materials 


I 

i 
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and supplies to the petitioner taken over by the director 
general as of January 1,1918. 

Paragraph 5 H admits the allegations contained in para¬ 
graph 5 H of the amended petition. 

Paragraph 5 I admits the allegations contained in para¬ 
graph 51 of the amended petition. 

Paragraph 5 J admits that the rate of tax under the rev¬ 
enue act of 1918 applicable to income of railroad corpora¬ 
tions whose property were under federal control was eight 
percent for the two months of 1920, ending February 29, 
1920. 

32 Admits that the respondent has computed the peti¬ 
tioner’s income tax at ten percent for the entire year 
1920, whereas it should be computed at 8 percent on the net 
taxable income earned during January and February of 
1920, and at ten percent on the net taxable income earned 
during the remaining ten months of 1920. 

Paragraph 6, denies generally and specifically each and 
every material allegation of fact contained in taxpayer’s 
petition, not hereinbefore admitted, qualified or denied. 

Paragraph 7, the respondent avers that in the final set¬ 
tlement with the director general of railroads during the 
year 1920 the petitioner was allowed the sum of $75,000 as 
extra compensation for the use of its properties known as 
the Jackson Extension and the Blodgett Branch during the 
federal control period, and the sum of $56,521.02 represent¬ 
ing rental interest on completed additions and betterments 
made to its properties during the federal control period; 
that the foregoing amounts in the aggregate sum of $131,- 
521.02 constitute taxable income for the year 1920; that the 
foregoing amount has not been included in taxable net in¬ 
come upon which the deficiency asserted is based and that, 
therefore, the said amount should be included in taxable 
net income in determining the correct deficiency due from 
this petitioner for the year 1920, or in the determination of 
any over-payment due to the petitioner for said year. 

Wherefore it is prayed that the petitioner’s appeal be 
denied, and that the respondent be granted the affirmative 
relief herein asked.” 
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33 United States Board of Tax Appeals' 

Docket No. 24887. 

! 

Gulf, Mobile & Northern Railroad Co., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Reply to Answer to Amended Petition. 

(Dictated orally at the hearing April 2, 1930, and tran¬ 
scribed from pages 14 to 16, inclusive, of the transcript of 
the proceedings at the hearing.) 

! 

‘ 4 Further pleading with respect to the answer of respond¬ 
ent to the amended petition of the Gulf, Mobile and North¬ 
ern Railroad Company, Docket No. 24887, petitioner admits 
that it received $75,000 from the director genejral of rail¬ 
roads in the final settlement which amount was paid as ad¬ 
ditional compensation in respect of the Blodgett branch and 
the Jackson Extension, that this sum was received in 1920 
by the petitioner. 

Denies that all the said amount was taxabl^ income in 
1920. 

Petitioner further admits that said amount is not included 
in income as now determined by the respondent, and an¬ 
swering further alleges that this amount was paid in re¬ 
spect of the use of said Blodgett and Jackson branches by 
the director general during the federal control period, and, 
therefore, that said amount of $75,000 was compensation 
during the federal control period in which these branches 
were in use, and that the amount should be allocated over 
the period according to the time that the branches were in 
use and that that allocation is as follows: 


1918 .*.$9,375 

1919 .j.. 56,250 

1920 ...j.. 9,375 


In other words petitioner admits that of t^ie $75,000, 
$9,375.00 is properly — should properly be included in 1920 
income. 


I 

i 
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Answering further the answer of the respondent, peti¬ 
tioner alleges that it received advances from the di- 

34 rector-general at various times throughout the fed-- 
eral control period, and that there is no specific allo¬ 
cation of the $75,000 to any particular time, except that the 
$75,000 was allowed in the final settlement as compensation. 

Now further replying to the amended answer, petitioner 
admits that (in) the final settlement with the director gen¬ 
eral there was allowed to it as rental interest on the addi¬ 
tions and betterments the sum of $56,521.02, but denies that 
all of said amounts should be included in 1920 income. 

Admits that $13,439.61 of said amount should be included 
in 1920 income, and that the balance of said amount applies 
to the federal control period in the following amounts, for 
1918, $6,335.56; 1919, $36,745.85. 

Petitioner further admits that none of the said amount 
of the $56,521.02 has been included in 1920 income as deter¬ 
mined by the respondent.” 

35 [Stamp:] Filed Dec. 31, 1928, United States Board 

of Tax Appeals. 

United States Board of Tax Appeals. 

Docket No. 42150. 

Gulf, Mobile and Northern Railroad Co., Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 

Petition. 

The above named petitioner hereby petitions for a re¬ 
determination of the deficiency set forth by the Commis¬ 
sioner of Internal Revenue in his notice of deficiency (Bu¬ 
reau Symbols IT:AR:RR-60D—JSM), dated November 6, 
1928, and as the basis of its proceeding alleges as follows: 

1. The petitioner is a corporation with principal office 
at 71 Conti Street, Mobile, Ala. 

2. The notice of deficiency, a copy of which is attached 
hereto and marked Exhibit “A” was mailed to petitioner 
on November 6, 1928. 
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3. The taxes in controversy are income taxes as follows: 

Year 1924. $9,690.95 

“ 1925.| 15,391.97 

“ 1926.! 1,973.31 

— ■— — 

Total.! $27,056.23 

I 7 

I 

4. The determination of tax, as set forth in the said 
notice of deficiency, is based upon the following prrors: 

(a) In computing taxable net income for the year 1924 
the Commissioner has erroneously disallowed as a deduc¬ 
tion listing fees on capital stock in the amount bf $2,400.00. 

(b) In computing taxable net income for the year 1924 
the Commissioner has erroneously disallowed as a deduc¬ 
tion expenditures in the amount of $3,283.85 on account of 
transportation for investment—Credit. 

(c) In computing the taxable net income th|e Commis¬ 
sioner has erroneously disallowed amortization of bond 
discount in the amount of $4,585.32 for each of the years 

1924, 1925 and 1926. ! 

36 (d) In computing taxable net income fo|r the years 

1925 and 1926 the Commissioner has erroneously in¬ 
cluded the estimated additional mail pay in the amounts of 
$4,280.29 and $10,200.58, respectively. 

(e) In computing the taxable net income for the year 
1926 the Commissioner has erroneously disallowed as a de¬ 
duction depreciation on Ways and Structures bf its sub¬ 
sidiary, the Jackson & Eastern Railway Company, in the 
amount of $7,374.87. | 

5. The facts upon which petitioner relies, as the basis of 
this proceeding, are as follows: 

(a) Petitioner is a corporation, organized under the laws 
of the State of Alabama and other States, with principal 
office at 71 Conti Street, Mobile, Ala. Ever sincb organiza¬ 
tion it has been engaged in the operation of railroads. 

(b) In each of the years 1924, 1925 and 1926j petitioner 
was affiliated with the Meridian & Memphis Railway Com¬ 
pany and from August 15th to December 31st, 1926, peti¬ 
tioner was affiliated with the Jackson & Easter^ Railway 
Company. 

(c) Petitioner rendered a timely income tax return for 
the calendar year 1924 (including therein the results of the 
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operations of the Meridian & Memphis Railway Company) 
which showed a net income of $1,060,384.95 and a tax liabil¬ 
ity of $132,548.12. Petitioner rendered a timely income tax 
return for the calendar year 1925 (including therein the 
results of the operations of the Meridian & Memphis Rail¬ 
way Company) showing a net income of $1,355,470.63 and 
a tax liability of $176,211.18. 

Petitioner rendered a timely income tax return for the 
year 1926 (including therein the operating results of the 
Meridian & Memphis Railway Company for the entire year 
1926 and the Jackson & Eastern Railway Company from 
August 15th to December 31, 1926) showing a consolidated 
net income of $1,408,738.06, and a tax liability of $190,179.64. 

(c) In the year 1924 petitioner expended $2,400.00 in 
connection with listing its stock on the New York Stock 
Exchange, which amount was deducted on its income tax re¬ 
turn as an expense for that year. The Commissioner has 
disallowed the deduction, which gives rise to the error noted 
in paragraph 4 (a) above. 

37 (d) During the year 1924 petitioner transported 

material and supplies, etc., of its own from one point 
to another over its own line, and for its own use. 

Under the Interstate Commerce Commission rules a 
regular transportation charge must be entered in an ac¬ 
count termed “Transportation for Investment-Credit.” 

The charge for the year 1924 amounted to $3,283.85. The 
Commissioner has excluded this item from deductible ex¬ 
penses in computing taxable net income, which action gives 
rise to the error noted in paragraph 4 (b) above. 

(e) The Meridian & Memphis Railway Company, a sub¬ 
sidiary of the petitioner, issued and sold its First Mortgage 
Bonds in the year 1913, at a discount of $131,200.00. 

This discount is being amortized over the life of the 
bonds, in accordance with the method prescribed by the 
Interstate Commerce Commission. The proportionate part 
applicable to and deducted in each of the years 1924, 1925 
and 1926 was $4,585.32. This amount was deducted in each 
of the years in arriving at the consolidated net income. 

The Commissioner has disallowed the deduction in each 
year, which action gives rise to the error noted in para¬ 
graph 4 (c) above. 

(f) On July 10, 1928 the Interstate Commerce Commis¬ 
sion entered Order No. 9200 “Railway Mail Pay” in which 


33 


I 

DAVID BURNET, COMMR. OF INT. REVENUE. 

i 

common carriers subject to the Act of July 2$j, 1916 were 
granted certain retroactive increases in the rates thereto¬ 
fore established for transportation of the U. S.! Mails. 

The Commissioner has erroneously added tl^e estimated 
additional mail pay granted under this order to the income 
for the year 1925, in the amount of $4,280.29 and in the 
year 1926 in the amount of $10,200.58. This action gives 
rise to the error noted in paragraph 4 (d) above. 

(g) The Jackson & Eastern Railway Company, a sub¬ 
sidiary of the petitioner, charged off on its books depre¬ 
ciation on Ways and Structures, consisting | of bridges, 
trestles, culverts, rails, roadway buildings, etc., for the 
period August 15th to December 31, 1926, Aggregating 
$7,374.87. 

38 The Commissioner has erroneously disallowed this 
deduction, which gives rise to the errpr noted in 
paragraph 4 (e) above. 

6. Wherefore, petitioner prays that this Boatd may hear 
the proceeding and find: | 

(a) That listing fees in the amount of $2,400.00 were 
properly deductible in arriving at the net taxable income 
for the year 1924. 

(b) That expenditures in the amount of $3,283.85 in 
transporting its own material over its own lines for its 
own use and charged as transportation for investment- 
credit, on its records, should be allowed as a deduction in 
computing the taxable net income for the year 1924. 

(c) That bond discount on Meridian & Memphis Rail¬ 
way Company First Mortgage Bonds, in the! amount of 
$4,585.32, should be allowed as a deduction in ieach of the 
years 1924, 1925 and 1926. 

(d) That estimated additional mail pay in the amount 

of $4,280.29 and $10,200.58 was not taxable incpme for the 
years 1925 and 1926, respectively. j 

(e) That depreciation on Ways and Structures of the 

Jackson & Eastern Railway Company, in the j amount of 
$7,374.87, should be allowed in computing the jnet income 
for the year 1926. j 

(f) That petitioner’s tax liability for the years 1924, 
1925 and 1926 should be recomputed on the bajsis of your 

3—5854a j 


i 
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findings and the deficiency or over-payment re-determined 
on such basis. 

And grant such other relief as Petitioner may be entitled 
to or which to the Board may seew equitable and proper. 

GEO. E. H. GOODNER, 

GEO. E. H. GOODNER, 

Counsel for Petitioner. 

Address: Munsey Building, Washington, D. C. 

Of Counsel: 

WALTER K. SMITH, 

Mobile, Alabama. 

39 Verification. 

State of Alabama, 

County of Mobile, ss: 

R. E. De Neefe, being duly sworn, says that he is Comp¬ 
troller of the Gulf, Mobile & Northern Railroad Company, 
and as such that he is duly authorized to verify the fore¬ 
going petition; that he has read the foregoing petition, or 
had the same read to him, and is familiar with the state¬ 
ments contained therein, and that the facts stated are true, 
except as to those facts stated to be upon information and 
belief, and those facts he believed to be true. 

(Signed) R. E. DE NEEFE. 

Subscribed and sworn to before me this 29 day of De¬ 
cember, 1928. 

[seal.] MARY M. DAUGHERTY, 

Notary Public. 

40 Exhibit ‘‘A”. 

Treasury Department. 

Office of Commissioner of Internal Revenue. 

IT :AR :RR-60D. JSM. 

Washington, D. C., Nov. 6, 1928. 

Gulf, Mobile and Northern Railroad Company, 

71 Conti Street, 

Mobile, Alabama. 

Sirs: 

In accordance with Section 274 of the Revenue Act of 
1926 you are advised that the determination of your tax 
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liability for the years 1924, 1925 and 1926, discloses a de¬ 
ficiency of 27,056.23, as shown in the attached! statement. 

The sections of the law above mentioned allbws you to 
petition the United States Board of Tax Appeals within 
sixty days from the date of the mailing of this letter for a 
redetermination of your tax liability. Howefer, if you 
acquiesce in this determination, you are requested to execute 
the enclosed Form 866 and forward both original and dupli¬ 
cate to the Commissioner of Internal Revenue, Washing¬ 
ton, D. C., for the attention of IT :C :P-7. 

Respectfully, 

D. H. BLAIR, 

C ommissioner, 

(Signed) By C. B. ALLEN, 

Deputy Commissioner . 

Enclosures: Statement, Form 866, Form 882, Schedules 
Nos. 1 to 9, inclusive. 

41 IT :AR :KR—60D. JSM. j 

i 

I 

Statement of Returns Examined and Resulting Tax 

Liability . 

I 

Returns Examined. 


Company. Year. Form. 

Gulf, Mobile and Northern Railroad Company, j 
Mobile, Alabama. 1924 1120 

1925 1120 

1926 1120 

Resulting Tax Liability. 

Company. Year. Tax liability. Deficiency. 

Gulf, Mobile and Northern 
Railroad Company, Mo¬ 
bile, Alabama. 1924 $142,239.07 $9,690.95 

1925 191,603.15 15,391.97 

1926 192,152.95! 1,973.31 


$9,690.95 

15,391.97 

1,973.31 


Totals . $525,995.17 $27,056.23 

i 

The adjustments producing the above-stated j results are 
contained in the attached schedules 1 to 9, inclusive. 
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In determining your tax liability as stated herein, care¬ 
ful consideration has been given to the statements con¬ 
tained in your protest dated June 12, 1928, and the addi¬ 
tional information submitted at conference held in this of¬ 
fice July 23, 1928. 

A carbon of this letter has been mailed to each of your 
representatives, Mr. George E. H. Goodner, Munsey Build¬ 
ing, Washington, D. C., and Mr. Walter K. Smith, City 
Bank Building, Mobile, Alabama, in accordance with your 
powers of attorney running to them, which are on file in 
this office. 

42 Schedule 1. 

Net Income. 


Net income as disclosed by returns. $1,060,384.95 

As corrected. 1,137,912.56 


Net adjustment . $77,527.61 


Unallowable deductions and additional income: 

(a) Contributions . $866.67 

(b) Listing stock fees. 2,400.00 

(c) Transportation for investment credit. 3,283.85 

(e) Repairs . 8,428.74 

(f) Fines for violation Federal Laws. 523.64 

(g) Write-down investment in securities. 5,677.00 

(h) Federal income taxes. 45.54 

(i) Amortization of bond discount. 2,106.72 

(j) Meridian and Memphis Railway Company 

bond discount amortization. 4,585.32 

(k) Interest during construction, sale of Hat¬ 

tiesburg Branch.. 35,310.13 

(l) Increase in personal injury reserve. 14,300.00 


Total ..$77,527.61 


43 Schedule No. 1-A. 

Explanation of Items Changed . 

(a) Contributions are unallowable deductions in accord¬ 
ance with the provisions of Office Decision No. 986, Cumu- 
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I 

lative Bulletin No. 5, Page 222. Therefore, tlhe following 
payments during the year 1924 are herein disallowed: 

Y. M. C. A., Mobile, Alabama . I.... $300.00 

Y. M. C. A., Laurel, Mississippi. j.... 166.67 

Y. M. C. A., Laurel, Mississippi. |.... 400.00 

Total .j.... $866.67 

(b) This expenditure of $2,400.00 was for tlie purpose of 
listing your capital stock on the New York Exchange. In 
accordance with the provisions of I. T. 1836, C. B. 11-2, 
page 158, the fee paid by a corporation to a stock exchange 
for the purpose of listing its stock is considered a capital 
expenditure and is not deductible as a business expense. 

(c) Transportation for investment, credit, $3,283.85. 

It is held that amounts credited to Transportation for 
Investment, Credit, account are not w'ithin thp purview of 
Office Decision 811, C. B. 4, page 276, such aniounts repre¬ 
senting the allocated cost of transporting mqn and mate¬ 
rials in connection with construction work, which had been 
charged to operating expenses, are capital Expenditures. 
(See also Great Northern Railwav Companv,| 8 B. T. A.- 
225.) 

(e) Amount charged to Suspense Account—General, 
during the months of July, August, October and November, 
1923, for “Repairs” to the Gulf, Mobile and Northern Of¬ 
ficial Car No. 50, and cleared monthly from this account be¬ 
ginning in 1924, and charged to Maintenance of Equip¬ 
ment—Account #326, for the reason that having deter¬ 
mined that the cost of such repairs did not constitute the 
major portion of the value as renewed, therefore, the cost 
represents an operating expense. 

This expense was cleared over a period of eleven months, 
commencing from October, 1924, to and including the month 
of August, 1925, at the rate of $2,809.57, per month and as 
the cost of repairing this car is applicable to the year 1923, 
the deduction taken in 1924 and 1925 is disallowed in ac¬ 
cordance with Article 112, Regulations 65. 

44 Prorated over period October 1 to Decem¬ 
ber 31,1924 .!. $8,428.74 

Prorated over period January 1 to December 3l, 

1925 .j. 22,476.56 

_ 


Total 


$30,905.30 
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(f) Fines for violation of Federal Laws are not ordinary 
and necessary expenses of operation under Section 214 of 
the Revenue Act of 1924. Deduction of $523.64, is there¬ 
fore disallowed (Great Northern Railway Company case, 
8 B. T. A., page 225). 

(g) Loss claimed on investments in stock and bonds is 
not deductible since the securities have not been proven 
worthless, or disposed of: 

Mississippi Export Railroad Company stock.... $2,434.00 
Jackson and Eastern Railway Company bonds. .. 3,243.00 


Totals .. $5,677.00 

(h) Federal income taxes of $136,045.54 are included in 
your “Railway Tax Accruals” account. Since $136,000.00 
has been treated as an unallowable deduction on your re¬ 
turn, the difference, of $45.54, is now added back to taxable 
income. 

(i) The amount of $2,106.72 is debt discount or expense 
extinguished through surplus applicable to prior years 
and, therefore, not deductible for the current year. 

(j) The Meridian and Memphis Railway Company was 
affiliated with your corporation during the years 1924, 1925 
and 1926 and included in the consolidated return. The 
bonds were intercompany obligations, which fact is con¬ 
ceded by you. Under the decision of the Board of Tax Ap¬ 
peals in the case of the New Orleans, Texas and Mexico 
Railroad Company, 6 B. T. A., page 436, the Commissioner 
was sustained on a similar adjustment. 

Amortization of discount on funded debt by the Meridian 
and Memphis Railroad Company in the amount of $4,585.32 
is, therefore, disallowed as a deduction. 

(k) It is noted that an estimated value was used in the 
determination of the loss on the sale during the year 1924 
of the Hattiesburg branch. Since such estimated value in¬ 
cluded $35,310.13 as interest during construction, this 

amount is disallowed as a deduction. 

45 (1) This amount is disallowed for the reason that 

it represents a reserve for anticipated losses result¬ 
ing from personal injury. According to information sub¬ 
mitted with your letter of July 26, 1928, the following net 
credits were made to the “Personal Injury Reserve” ac 
account during the years indicated: 
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Year. Account. 

1923 . $47,200.00 

1924 . 14,300.00 

1925 . $8,500.00 

1926 . (5,190.00) 


Schedule 2. 

i 

j 

Consolidated Reconciliation of Surplus J 

. 

Surplus at beginning of year: j 

Gulf, Mobile and Northern Railroad Com¬ 
pany . $3,675,548.01 

Meridian and Memphis Railway Company 

(deficit) . (363,828.87) 

-j- 

Consolidated surplus at beginning of 

year . $3,311,719.14 

Net income as corrected, Schedule 1 . 1,137,912.56 


Nontaxable Income: 

Donations . I 7,185.95 

Interest during construction. ! 1,890.24 

Interest during construction (prior years). . 18,913.66 

Capital account charged with deep well.... j 2,824.03 
Obsolescence of Blodgett branch. |44,794.45 

i 


Total. 

46 Amount brought forward 


Unallowable deductions: 

Contributions . $866.67 

Listing stock fees. 2,400.00 

Repairs . 8,428.74 

Fines for violation Federal Laws 523.64 

Write-down of investments. 5,677.00 

Federal income taxes. 136,045.54 

Amortization bond discount.... 2,106.72 

Dividends . 713,000.00 

Meridian and Memphis Bond dis¬ 
count amortization . 4,585.32 

Interest during construction on 
Hattiesburg branch. 35,310.13 


4,^25,240.03 

I 

$4,5j25,240.03 


I 

! 

i 


i 


j 

i 
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Increase in personal injury re¬ 
serve . 14,300.00 

Total, deduct from above. 923,243.76 

Balance, surplus at end of the taxable 
year. $3,601,996.27 

Surplus at end of year 1924: 

Gulf, Mobile and Northern Railroad Com¬ 
pany .I. $3,970,446.55 

Meridian and Memphis Railway Company 
(deficit) .i. (368,450.28) 

Consolidated surplus at the end of 
year . $3,601,996.27 

Schedule 3. 

Computation of Taxes , 1924 Rates . 

Net Income . $1,137,912.56 

Income tax at 12%% . 142,239.07 

Taxes previously assessed . 132,548.12 

Additional tax to be assessed. $9,690.95 

47 Gulf, Mobile and Northern Railroad Company. 

Year Ended December 31, 1925. 

Schedule 4. 

Net Income . 

Net income as disclosed by return.$1,355,470.63 

As corrected. 1,473,870.42 

Net adjustment. $118,399.79 
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Unallowable deductions and additional 


income: 


(a) Contributions . 

$1,600.00 

(c) Loss on retired road . 

2,824.03 

(d) Repairs . 

22,476.56 

(e) Transportation for investment, Cr. 

77.48 

(f) Write-down in value of investments. 

9,751.00 

(g) Meridian and Memphis Railway Company 


bond discount amortization. 

4,585.32 

(h) Increase in personal injury reserves .... 

88,500.00 

(i) Additional mail pay . 

4,280.29 

Total additions . 

$134,094.68 

Nontaxable income and additional de- 


ductions: 



(j) Unamortized expense, Series “A” bonds 15,694.89 

- i 

Net adjustment as above. $118,399.79 


Schedule 4-A. 

i 

i 

Explanation of Items Changed. 

(a) Contributions are unallowable deductions, 
(a), Schedule 1 (a). 

Donations to Firemen . ... :. 

Y. M. C. A. contributions. 


See Item 

$ 100.00 

1,500.00 


Total 


1,600.00 


48 (c) It is noted that you have included in the 

charge to profit and loss for loss on retired road an 
amount of $2,824.03, on account of the abandonment of a 
deep well at Louisville, Mississippi. Since th4 capitaliza¬ 
tion of this amount in 1924 was treated as nontaxable in¬ 
come, the deduction against gross income in |L925 is dis¬ 
allowed. 

(d) See item (e), Schedule No. 1-A. 

(e) See Item (c), Schedule No. 1-A. 

(f) Miscellaneous debits, $9,751.00. 

i 
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The right -down in value of securities held by your com¬ 
pany can not be considered an allowable deduction in view 
of the provisions of Article 144, Regulations 65: 
Adjustments as follows are, therefore, disallowed: 

Write-down in value of Mississippi Export Rail¬ 


road Company stock . $5,258.00 

Write-down in value of Jackson and Eastern 
Railway Company bonds . 4,493.00 


Total . $9,751.00 


(g) See item (j) Schedule 1-A. 

(h) The amount set up in anticipation of personal in¬ 
jury claims as an unadjusted credit—Suspense Account 
General—$88,500.00, is added to taxable income for the 
reason that the deduction taken is not applicable to the year 
1925 (Article 112, Regulations 65). 

(i) On July 10, 1928, the Interstate Commerce Commis¬ 
sion entered Order No. 9200, “Railway Mail Pay,” in which 
common carriers subject to the Act of July 28, 1916, were 
granted certain retroactive increases in the rates thereto¬ 
fore established for transportation of the United States 
Mails. In accordance with the reasoning adopted by the 
United States Board of Tax Appeals, in the case of the 
Western Maryland Railway Company, Docket No. 6475, 
with respect to the issue of railway mail pay, the amount of 
$4,280.29 representing the additional railway mail pay re¬ 
ported in your letter dated September 27, 1928, is included 

in your taxable income for the year 1925. 

49 (j) Unamortized expense, Series “A” bonds, $12,- 

042.38. 

In accordance with the provisions of General Counsel 
Memorandum #3832, C. B. Vll—22, page 3, on the subject 
of amortization of bond discount and expense, the expenses 
of Series “A” bonds should be amortized through the years 
1920 to 1925, and any unamortized balance remaining when 
the bonds were prematurely retired would be deductible in 
the year of retirement. Accordingly, the following adjust¬ 
ment appears to be in order and has been made. 

Expense sustained . $19,446.73 

Date of issue: October 1,1920. 

Date of maturity: October 1,1950. 
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Chargeable: 


1920 . $162.06 

1921 . 648.22 

1922 . 648.22 

1923 . 648.22 

1924 . 648.24 

- 2,754.96 


Balance allowable in 1925.j $16,691.77 

Amount deducted on return. $4,549.39 

Deductible, Series B bonds. 3,552.51 


Difference, deduct from above.I 996.88 


Additional deduction allowable. j $15,694.89 

Schedule 5. 

* 

Consolidated Reconciliation of Surplus. 

i 

i 

Surplus at beginning of year: 

Gulf, Mobile and Northern Railroad Company $3,970,446.55 
Meridian and Memphis Railway Company j 

(deficit) . 368,450.28 


Consolidated surplus at beginning of | 
year . $3,601,996.27 


Net income as corrected, Schedule #4 . fl,473,870.42 

50 Nontaxable income: 


Donations. | 8,640.42 

Income on Government Securities. i 20,247.14 

Interest during construction. j 13.17 

Obsolescence of Blodgett branch. ! 44,794.45 

Unamortized expense, Series “A” bonds... j 15,694.89 

Total . $5,175,256.76 

i 


Unallowable deductions: 


Additional mail pay. $4,280.29 

Contributions . 1,600.00 

Dividends . 998,788.50 

i 


i 
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Income taxes . 174,000.00 

Loss on retired road. 2,824.03 

Repairs . 22,476.56 

Miscellaneous debits. 9,751.00 

Meridian and Memphis bond dis¬ 
count . 4,585.32 

Personal injury reserve increase 88,500.00 


Total deduct from above. 1,306,805.70 

Balance . $3,868,451.06 

Surplus at end of year: 

Gulf, Mobile and Northern Railroad Com¬ 
pany . 4,241,486.66 

Meridian and Memphis Railway Company 

(deficit) .I. 373,035.60 


Consolidated surplus at end of year. . $3,868,451.06 


Schedule 6. 


Computation of Taxes, 1925 Rates. 


Net income taxable year, Schedule 4. $1,473,870.42 

Income tax at 13%.... 191,603.15 

Taxes previously assessed. 176,211.18 

Additional tax to be assessed. $15,391.97 


51 Gulf, Mobile and Northern Railroad Company. 

Year Ended December 31, 1926. 
Schedule 7. 


Net Income . 


Net income as disclosed by return. $1,408,738.06 

As corrected. 1,423,355.17 

Net adjustment . $14,617.11 
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Unallowable deductions and additional 


income: 

Gulf, Mobile and Northern R. R. 

Company : 

(a) Contributions . $750.00 

(c) Write-down value of se¬ 

curities . 3,248.00 

(d) Amortization expense, Se¬ 

ries “A” bonds. 632.69 

(e) Excessive loss on sale re¬ 

ported . 225.00 

(f) Additional mail pay. 9,747.42 

Meridian and Memphis Railway 

Company: 

(g) Bond discount. 4,585.32 

Jackson and Eastern Railway 

Company: 

(i) Federal income taxes .... 600.00 

(j) Depreciation on way and 

structures . 7,374.87 

(k) Additional mail pay. 453.16 


Total additions. 

Nontaxable income and additional de¬ 
ductions : 

Gulf, Mobile and Northern Rail¬ 
road Company: 

(1) Adjustment value Jackson 


and Eastern bonds. 7,736.00 

(m) Decrease in Personal In¬ 

jury reserve. 5,190.00 

(n) Amortization of bond 

discount . 73.35 


I 


i 


i 


i 

! 

i 

i 


j 


27,616.46 


I 


Total deductions . 

Net adjustment as shown above. 

52 Schedule 7-A. 

Explanation of Items Changed . 
(a) See Schedule 1-A, item (a). 


12,999.35 

$14,617.11 


i 


i 

i 
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(c) Reduction in the book value of investment in securi¬ 
ties is not deductible for the reason that the securities have 
not been proven worthless or disposed of. Article 144, 
Regulations 69. 

(d) Amortization of expense, Series “A” bonds, $632.69. 
Since the unamortized expenses on series “A” bonds has 

been allowed as a deduction from gross income in the year 
of retirement and cancellation (1925), the amount $632.69, 
taken as a deduction during the year 1926 is disallowed: 


Deduction allowable B bonds. $5,482.03 

Deduction taken on return. 6,114.72 


$632.69 

(e) Loss on sale of 77 acres of land at Ellisville, Missis¬ 
sippi, purchased at $8.00 per acre: 


Cost. $616.00 

Sale price (A. F. E. 1841). 225.00 

Loss sustained . $391.00 


Since a charge of $616.00 was included in your miscellane¬ 
ous debits on account of the above transaction, the loss on 
sale reported in excess of the actual loss sustained is dis¬ 
allowed. 

(f) On July 10, 1928, the Interstate Commerce Commis¬ 
sion entered order No. 9200, “Railway Mail Pay,” in which 
common carriers subject to the Act of July 28, 1916, were 
granted certain retroactive increases in the rates thereto¬ 
fore established for the transportation of the United States 
Mails. In accordance with the reasoning adopted by the 
United States Board of Tax Appeals, in the case of the 
Western Maryland Railway Company, Docket No. 6475, 
with respect to the issue of Railway Mail Pay, the amount 
$9,747.42 representing the additional Railway Mail Pay re¬ 
ported in your letter dated September 27, 1928, is included 
in your taxable income for the year 1926. 

(g) See explanation under item (j), Schedule 1-A. 

(i) See item (f) amount applicable to period August 16, 
to December 31,1926. 

(j) Federal income taxes are unallowable deductions in 
accordance with the provisions of Article 131, Regula¬ 
tions 69. 
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53 (k) Depreciation on way and structures is held to 

be an unallowable deduction from gros^ income in 
accordance with Treasury Decision 3125. Sincb this point 
is on appeal by the Jackson and Eastern Railway Com¬ 
pany for prior years, deduction thereof is disallowed. 

(l) Write-up in books value of securities h^ld by your 
corporation is non taxable income. Since the | write-down 
in value during the years 1924 and 1925 was charged to 
profit and loss as a miscellaneous debit and hhs been dis¬ 
allowed as a deduction in the audit of prior years, adjust¬ 
ment is now made for the amount restored in the valuation 
of Jackson and Eastern Railway Company’s bofcds held by 
your corporation. 

(m) Inasmuch as the amount set up in anticipation of 
personal injury claims was disallowed in the hudit of the 
year 1925, the charges to the suspense account of claims 
paid during the year 1926 are hereby allowed as deductions. 

(n) In the spread of discount and expense^ of $750.00 
sustained in connection with the issue of $30,000.00 obliga¬ 
tions of the Jackson and Eastern Railway Company, the 
amount of $73.35 is an allowable deduction for the period 


August 16, to December 31, 1926: 

Amortization 

Period. 

allowable. 

March 20, 1926 to August 15, 1926. 

August 16,1926 to December 31, 1926 

Year 1927. 

.j.. $73.35 

73.35 
....}.. 195.65 

1928. 

....!.. 195.65 

1929. 

....!.. 195.65 

1930. 

....!.. 16.35 

1 

Total . 

_j.. $750.00 
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Schedule 8. 

Consolidated Reconciliation of Surplus. 


Surplus at beginning of year: 

Gulf, Mobile and Northern Railroad Com¬ 
pany .. $4,241,486.66 

Meridian and Memphis Railway Company 

(deficit) .. (373,035 60) 

Jackson and Eastern Railway Company, 

August 15, 1926 ... j. 62,271.15 

Consolidated surplus at beginning 

of year.!. $3,930,722.21 

Net income as corrected, Schedule 7. $1,423,355.17 

54 Nontaxable income: 

Donations . $20,288.03 

Income from Government Securities. 37,572.22 

Interest during construction. 2,191.25 

Jackson and Eastern Railway Company 

amortization of bond discount. 73.35 

Personal injury reserve reduction . 5,190.00 

Book value adjustment of investment in 

securities. 7,736.00 

Obsolescence of Blodgett branch . 44,794.45 


Total.. $5,471,922.68 

Unallowable deductions: 

Contributions . $750.00 

W:rite-down book value of stock. 3,248.00 

Loss on sale reported, excessive 225.00 
M. and M. bond discount, inter¬ 
company . 4,585.32 

Federal income taxes . 193,687.63 

Jackson and Eastern income 

taxes . 600.00 

Dividends . 970,260.00 

Depreciation of Way and Struc¬ 
tures 


7,374.87 
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i 

Amortization expense, Series 

“A” . 632.69 

Additional mail pay. 10,200.58 

_ 

Total, deduct from above. l[l91,514.09 

Balance, surplus at end of year .... $4,280,358.59 


Surplus at end of taxable year 1926 : 

Gulf, Mobile and Northern Railroad Com¬ 
pany . 

Meridian and Memphis Railway Company 

(deficit) . 

Jackson and Eastern Railway Company.. 


4^598,683.91 

i 

^373,080.66) 
54,755.34 


Total &s above 


$4j280,358.59 



Schedule 9. 

Computation of Taxes , 1926 Ratesl 


Net income taxable year, Schedule 7. $1,423,355.17 

Income tax at 13%% . 192,152.95 

Taxes previously assessed, Account #40658 190,179.64 


Additional tax to be assessed. $1,973.31 


56 [Stamp:] Filed Mar. 2, 1929, United States Board 

of Tax Appeals. j 

United States Board of Tax Appeals!. 

Docket No. 42150. j 

Gulf, Mobile and Northern Railroad Co., Petitioner, 

I 

vs. 

Commissioner of Internal Revenue, Respondent. 

Answer . 

i 

Comes now the Commissioner of Internal Revenue, by 
his attorney C. M. Charest, General Counsel, Bureau of 

4—5854a 
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Internal Revenue, and for answer to the petition filed 
herein, admits and denies as follows: 

1. Admits the allegations contained in paragraph 1 of the 
petition. 

2. Admits the allegations contained in paragraph 2 of the 
petition. 

3. Admits the allegations contained in paragraph 3 of the 
petition. 

4. (a) to (e), incl. Denies that the respondent erred as al¬ 
leged in subparagraphs (a) to (e), inclusive, of paragraph 
4 of the petition. 

5. (a) to (g), incl. Denies the allegations contained in 
subparagraphs (a) to (g), inclusive, of paragraph 5 of the 
petition. 

Denies each and every other allegation contained in the 
petition not hereinbefore specifically admitted, qualified 
or denied. 

Wherefore it is prayed that the Commissioner’s deter¬ 
mination be approved and that the petition be dismissed 
and the appeal denied. 

(Signed) C. M. CHAREST, 

C. M. CHAREST, 

General Counsel , 
Bureau of Internal Revenue . 

Of Counsel: 

A. H. FAST, 

Special Attorney f 

Bureau of Internal Revenue . 

57 A true copy. Teste: 

B. D. GAMBLE, 

Clerk TJ . S. Board of Tax Appeals . 

22 B. T. A., —. 

United States Board of Tax Appeals. 

Docket Nos. 24887, 35898, 38295, 42149, 42150. 

Gulf, Mobile & Northern Railroad Company, Petitioner, 


v. 

Commissioner of Internal Revenue, Respondent. 
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Jackson & Eastern Railway Company, Petitioner, 

i 

i 

v. I 

i 

Commissioner of Internal Revenue, Respondent. 

Meridian & Memphis Railway Company, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Promulgated February 20, 1931. j 

George E. H. Goodner, Esq., and Walter K. Smith, Esq., 
for the petitioners. 

E. C. Algire, Esq., for the respondent. 

These proceedings have been consolidated for hearing 
and decision. The respondent has determined! deficiencies 
in income taxes, for the years and in the amounts, as fol¬ 
lows : 

Petitioner. Docket No. Yea}. Deficiency. 

Gulf, Mobile & Northern Railroad Co. 24887 192(j $14,731.74 

Gulf, Mobile & Northern Railroad Co. 42150 1924 9,690.95 

1925 15,391.97 

1926 1,973.31 

Jackson & Eastern Railway Company. 38295 1923 2,145.55 

1924 1,275.53 

1925 4,030.04 

Jackson & Eastern Railway Company. 42149 1926 1,838.02 

Meridian & Memphis Railway Company.... 35898 1922 2,603.29 

58 Docket No. 24887. 

The petitioner, Gulf, Mobile & Northern Railroad Com¬ 
pany (hereinafter referred to as Gulf, Mobile & North¬ 
ern), makes ten assignments of error, six of which are ad¬ 
mitted by the respondent, leaving the following for de¬ 
cision by the Board: ! 

(b) In computing taxable net income, the Cdmmissioner 
has erroneously disallowed as a deduction expenditures in 
the amount of $3,239.73, on account of “Transportation 
for Investment—Credit”. 

(c) In computing taxable net income, the Commissioner 
has erroneously included therein $822,813.17, the amount 
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received from the U. S. Government under section 209 of 
the Transportation Act of 1920. 

(f) In computing taxable net income, the Commissioner 
has erroneously included therein $50,561.95 as the amount 
returned to petitioner for material and supplies at the end 
of the Federal Control period, in excess of the amount of 
material and supplies taken over by the Director General 
at the beginning of the Federal Control period. 

(g) In computing taxable net income the Commissioner 
has erroneously included therein back mail pay allowed in 
1920 for the years 1916 and 1917 in the amont of $4,000. 

The six assignments of error admitted by the respond¬ 
ent are as follows: 

(a) In computing taxable net income, the Commissioner 
has erroneously included therein so-called “donations” to 
the amount of $7,918.02. 

(d) In computing taxable net income, the Commissioner 
has erroneously failed to allow as a deduction the sum of 
$150,196.34 representing depreciation on equipment sus¬ 
tained during the Federal Control period and charged to 
the Director General of Railroads, but which was not al¬ 
lowed bv him in the final settlement in 1920. 

59 (e) In computing taxable income, the Commis¬ 

sioner has erroneously failed to allow as a deduc¬ 
tion the sum of $82,187.99, representing overmaintenance 
of equipment charged to petitioner in the final settlement 
in 1920. 

(h) In computing taxable net income, the Commissioner 
has erroneously disallowed expenses in the amount of 
$162.06 incurred by petitioner in connection with the au¬ 
thorization and issuance of 30-year Series A Bonds, said 
amount being the proportionate part of the total expense 
incurred in connection with said issue which is applicable 
to the year 1920. 

(i) In computing the tax liability, the Commissioner has 
erroneously computed the income tax at 10 per cent of the 
net income for the entire year, whereas for the months 
of January and February the tax should be computed at 
8 per cent. 

(j) In computing taxable net income, the Commissioner 
has erroneously failed, to include therein the amount of 




DAVID BURNET, COMMR. OF INT. REVENUE. 53 

I 

I 

$2,226.49 representing miscellaneous items of income re¬ 
ceived by petitioner in the final settlement in 1920. 

I 

The respondent in his answer to the amended petition, 
alleges that the net income determined in the deficiency 
notice should be increased for the following [reasons: 

i 

| 

That in the final settlement with the Director General of 
Railroads during the year 1920 the petitioner was allowed 
the sum of $75,000 as extra compensation for the use of 
its properties known as the Jackson Extension and the 
Blodgett Branch during the federal control peiriod, and the 
sum of $56,521.02 representing rental interest bn completed 
additions and betterments made to its properties during 
the federal control period; that the foregoing amounts in 
the aggregate sum of $131,521.02 constitute taxable income 
for 1920; that the foregoing amount has not been included 
in taxable net income upon which the deficiency asserted 
is based and that, therefore, the said amount should be in¬ 
cluded in taxable net income on determining the correct 
deficiency due from this petitioner for the year 1920, or 
in the determination of any overpayment diie to the pe¬ 
titioner for said year. j 

Docket No. 42150. j 

The petitioner, Gulf, Mobile & Northern, ntiakes six as¬ 
signments of error, one of which is admitted by the 
60 respondent, leaving the following for! decision by 
the Board: 

(a) In computing taxable net income for tjie year 1924 

the Commissioner has erroneouslv disallowed as a dedue- 

%/ 

tion listing fees on capital stock in the amount of $2,400. 

(b) In computing taxable net income for the year 1924 
the Commissioner has erroneously disallowed as a deduc¬ 
tion expenditures in the amount of $3,283.85 6n account of 
transportation for investment—Credit. 

(c) In computing the taxable net income the Commis¬ 
sioner has erroneously disallowed amortization of bond 
discount in the amount of $4,585.32 for each of the years 
1924, 1925 and 1926. 

(e) In computing the taxable net income for the year 
1926 the Commissioner has erroneously disallowed as a 
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deduction depreciation on ways and structures of its sub¬ 
sidiary, the Jackson & Eastern Railway Company, in the 
amount of $7,374.87. 

(f) In computing taxable net income for the years 1924, 
1925 and 1926 the Commissioner has erroneously disal¬ 
lowed as deductions amounts paid to Young Men’s Chris¬ 
tian Associations located at division points on petitioner’s 
railway system in the amounts of $866.67, $1,500 and $750 
for the respective years aforesaid. 

The one assignment of error admitted by the respondent 
is as follows: 

(d) In computing taxable net income for the years 1925 
and 1926 the Commissioner has erroneously included the 
estimated additional mail pay in the amounts of $4,280.29 
and $10,200.58, respectively. 

Docket No. 38295. 

The petitioner, Jackson & Eastern Railway Company, 
(hereinafter referred to as Jackson & Eastern), makes the 
following assignments of error: 


(a) In computing the taxable net income for each of the 
years 1923, 1924 and 1925 the Commissioner has errone¬ 
ously disallowed as a deduction depreciation on bridges, 
trestles, culverts, rails, station office buildings, etc., 
61 in the following amounts: 

1923 . $6,938.45 

1924 . 13,219.18 

1925 . 17,153.53 


(b) In computing the taxable net income for the year 
1923 the Commissioner failed to allow as a deduction the 
amount of net loss sustained in 1921 in excess of the in¬ 
come for the year 1922. 

Docket No. 42149. 

The petitioner, Jackson & Eastern, makes two assign¬ 
ments of error, one of which is admitted by the respondent, 
leaving the following for decision by the Board : 

(a) In computing the taxable net income the Commis¬ 
sioner has erroneously disallowed as a deduction deprecia- 
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tion on bridges, trestles, culverts, rails, etc., in the amount 
of $12,187.38. 

I 

The assignment of error admitted by the respondent is 
as follows: 

(b) In computing the taxable net income the Commis¬ 
sioner has erroneously included estimated additional mail 
pay in the amount of $750.95. 

i 

Docket No. 35898. j 

The petitioner, Meridian & Memphis Railway Company 
(hereinafter referred to as Meridian & Memphis), makes 
four assignments of error, two of which and part of another 
are admitted by the respondent, leaving the following for 
decision by the Board: 

(b) In computing consolidated net income thie Commis¬ 
sioner has erroneously disallowed expense deductions in 
the amount of $10,179.69, which he has termed ^Transpor¬ 
tation for Investment—Credit.” 

(d) In computing consolidated net income tl}e Commis¬ 
sioner has deducted a consolidated net loss for 1921; but in 
arriving at said consolidated net loss the Copimissioner 
committed the following errors: j 

(2) The Commissioner has erroneously disallowed a de¬ 
duction for expenses in the amount of $4,958.6^ which he 
terms 4 ‘Transportation for Investment—Credit”. 

62 The assignments of error admitted by the respond¬ 
ent are as follows: 

i 

(a) In computing consolidated net income fj>r 1922 the 
Commissioner has erroneously included therein property 
received by petitioner as a gift, commonly termed “dona¬ 
tions”, in the amount of $11,327.55. 

(c) In computing consolidated net income tl^e Commis¬ 

sioner has erroneously failed to deduct bond expenses in 
the sum of $648.22. | 

(d) In computing consolidated net income the Commis¬ 
sioner has deducted a consolidated net loss for 1921; but 
in arriving at said consolidated net loss the Cdmmissioner 
committed the following errors: 

(1) The Commissioner has erroneously included as in¬ 
come for 1921 the sum of $14,936.56, representing the value 
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of property received by petitioner as a gift, commonly 
designated “Donations”. 

(3) The Commissioner has erroneously failed to allow 
bond expenses in the amount of $648.22. 

(4) The Commissioner has erroneously included in in¬ 
come the sum of $51,559.52 on account of Federal Control 
lump sum settlement. 

(5) The Commissioner has erroneously deducted from 
gross income the sum of $150,196.34 as cost of overmainte¬ 
nance of petitioner’s property while under Federal control. 

Findings of Fact . 

The petitioner, Gulf, Mobile & Northern, is an Alabama 
corporation with its principal office at 71 Conti Street, 
Mobile, Alabama. 

The petitioner, Jackson & Eastern, is a Mississippi cor¬ 
poration with its principal office at 71 Conti Street, Mobile, 
Alabama. All of the capital stock of this company was 
acquired bv the Gulf, Mobile & Northern, on August 15, 
1926! 

63 The petitioner, Meridian & Memphis, is a Missis¬ 
sippi corporation with its principal office at 71 Conti 
Street, Mobile, Alabama. It is a subsidiary of the Gulf, 
Mobile & Northern. 

The Gulf, Mobile & Northern and the Meridian & Mem¬ 
phis filed consolidated returns for 1920, 1921, 1922, 1924 
and 1926. A single consolidated return was filed by these 
three petitioners, for 1926, in which there was included the 
income of the Jackson & Eastern for the period August 16 
to December 31, 1926. 

Transportation for Investment—Credit. 

Issues (b) Dockets 24887, 42150, 35898, and (d) Docket 

No. 35898. 

During 1920, 1921, 1922 and 1924, the Gulf, Mobile & 
Northern and the Meridian & Memphis transported over 
their own lines men engaged in and materials for construc¬ 
tion. As a rule, workmen and materials were transported 
by regularly scheduled passenger and revenue freight 
trains. The expenses of operating such trains are more 
or less constant and are not appreciably affected by trans- 
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porting employees and by the additional facilities required 
to transport materials and supplies. 

The “Classification of Operating Revenues and Operating 
Expenses”, prescribed by the Interstate Commerce Com¬ 
mission, contains the following instructions: 

General Account VIII, Transportation for Investment—Cr. 

This account shall include fair allowances Representing 
the expense to the carrier of transporting in trans- 

64 portation service trains men engaged iiji and mate¬ 
rial used for construction. Amounts credited to this 

account shall be concurrently charged to appropriate prop¬ 
erty investment accounts. 

i 

j 

In compliance with the foregoing instructions, the Gulf, 
Mobile & Northern and the Meridian & Memphis credited 
to accounts designated “Transportation for Investment— 
Cr.” and charged to appropriate investment accounts, in 
1920, 1921, 1922 and 1924, the sums of $1,906.8^, $4,958.65, 
$10,179.69 and $3,283.85, respectively. Such sujms were de¬ 
termined upon the basis of seven mills per tpn mile for 
materials and supplies transported for construction, that 
being the maximum rate permissible, under the regulations 
of the Interstate Commerce Commission, for determining 
the amount to be credited to “Transportation for Invest¬ 
ment—Cr.” account. 

In the consolidated returns for the years aforementioned, 
the petitioners claimed as deductions the entijre expenses 
incurred in the maintenance and operation of the busi¬ 
nesses and properties. The respondent has reduced said 
deductions by the amounts credited to “Transportation 
for Investment—Cr.” accounts in those years. 

Payment under Section 209, Transportation Act of 1920. 

Issue (c), Docket No. 24887. j 

i 

The Gulf, Mobile & Northern and the Meridian & Mem- 
phis accepted the provisions of section 209 of j the Trans¬ 
portation Act of 1920, and, in pursuance thereof, the Gulf, 
Mobile & Northern received from the United States Gov¬ 
ernment, in 1920, the sum of $822,813.l|7. The re- 

65 spondent has held that the payment so received con¬ 
stitutes taxable income for 1920. 
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Inventory Adjustment—Final Settlement with Director 

General. 

Issue (f), Docket 24887. 

The properties of the Gulf, Mobile & Northern were 
taken over by the President and were operated by the 
Director General of Railroads throughout the period Janu- 
ary 1, 1918, to February 29, 1920. Among the assets and 
properties taken over by the Director General was an in¬ 
ventory of materials and supplies which had cost the peti¬ 
tioner $286,664.26. At the conclusion of federal control, 
the Director General turned back to the petitioner an in¬ 
ventory of materials and supplies of the market value of 
$275,912.03. The inventory so turned back included a 
greater quantity of some materials and a lesser quantity of 
other materials than were included in the inventory taken 
over bv that official. Much of the materials in the inven- 
tory turned back by the Director General was, as to quality 
and relative usefulness, inferior to the material turned 
over to that official at the beginning of federal control. 

In 1920 the Gulf, Mobile & Northern and the Director 
General effected a final settlement of all claims arising out 
of federal control and operation of the former’s properties, 
as a result of which the petitioner paid to the Director 
General, the sum of $100,000. One of the claims asserted 
by the petitioner, and allowed by the Director General, was 
for shortages in, and differences in grade and quality of, 
materials and supplies turned back by the Director 
66 General, in comparison with the materials and sup¬ 
plies turned over to that official at the beginning of 
federal control, and amounted to $61,314.18. Thus, the 
petitioner received from the Director General, in 1920, cash 
and materials and supplies of an aggregate value of $337,- 
226.21, which exceeded the cost of the inventory turned over 
to the Director General, by $50,561.95. The respondent has 
held that such excess is income for 1920 and, accordingly, 
has added $50,561.95 to income for that year. 

Back Mail Pay. 

Issue (g), Docket 24887. 

On December 23,1919, the Interstate Commerce Commis¬ 
sion made a report setting forth the basis on which the 
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Gulf, Mobile & Northern and other railroads w^ere entitled 
to certain additional compensation for transporting United 
States mails. As a result of that report, there jwas paid to 
the petitioner, in 1920, the sum of $15,706.62] additional 
compensation for the period June 30, 1916 to December 31, 
1917. The award of the Interstate Commerce Commission 
was rendered in Railway Mail Pay, 56 I. C. C. 1, pursuant 
to the provisions of sections 5 and 6 of the Act of July 28, 
1916, Post Office Appropriation, 39 Stat. 412', 4^5. The re¬ 
spondent has held that, of the total amount so paid to the 
petitioner, $4,000 constitutes taxable income for 1920. 

Additional Compensation—Final Settlement with Director 

General. 

i 

Respondent’s Answer—Docket 248871 

Prior to federal control, the Gulf, Mobile & Northern 
commenced the construction of a 25 mile branch line, known 
as the Blodgett Branch, between McLean and Pieve, Mis¬ 
sissippi, and a 40 mile extension of its lines, known 
67 as the Jackson Extension, between Middleton and 
Jackson, Tennessee. Both of these projects were 
completed and placed in operation during tho period of 
federal control. In the final settlement with the Director 
General, the petitioner was allowed additional compensa¬ 
tion, in respect of these two projects, of $75,000. Both of 
these projects had been undertaken for the puiipose of re¬ 
moving vast quantities of timber from virgin territories; 
and the compensation allowed in the final settlement, which 
was in addition to the compensation based upon the stand¬ 
ard return for the test period, was based upon an estimate 
of the earnings which would have accrued to the! petitioner, 
during that part of the federal control period after the 
projects were placed in operation, had it been permitted to 
operate the projects itself. No part of the additional com¬ 
pensation of $75,000 has been included by the respondent in 
income for 1920. If the Board concludes that this addi¬ 
tional compensation was earned during, and is properly to 
be accounted for as income of, the period of federal con¬ 
trol after the projects were completed and placep in opera¬ 
tion, the portion thereof applicable to 1920 is $91,375. 


i 
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Rental Interest on Completed Additions and Betterments— 
Final Settlement with Director General. 

Respondent’s Answer—Docket 24887. 

In the final settlement with the Director General in 1920, 
the Gulf, Mobile & Northern was allowed rental interest on 
additions and betterments completed during the period of 
federal control, in the amount of $56,521.02. The rental 
interest was computed on each individual project at the 
rate of 6 per cent per annum from the date the 
68 project was completed and placed in operation to 
the end of federal control, and was allowed in addi¬ 
tion to the compensation based upon the standard return 
for the test period. No part of this rental interest of 
$56,521.02 has been included by the respondent in income 
for 1920. If the Board concludes that this rental interest 
was earned during, and is properly to be accounted for as 
income of, the period of federal control, the portion thereof 
applicable to 1920 is $13,439.61. 

Income for 1920 Subject to Tax Rates of 8 and 10 Per Cent. 

Issue (i), Docket 24887. 

At the hearing, the following stipulation was made by 
the parties: 

That the consolidated net income for 1920, as shown by 
the deficiency notice in Docket No. 24887, the appeal of the 
Gulf, Mobile & Northern Railroad Company, in the amount 
of $378,280.05, was earned as follows: For the two months 
of January and February, 1920—$18,132.09, for the ten 
months March 1 to December 31, 1920—$360,147.96. The 
purpose of this stipulation is to fix the basis for applying 
the rate of tax applicable to the ten months. 

It is further stipulated that the adjustments which may 
be made as a result of the appeal in Docket 24887, will not 
affect the income for the two months, but will affect the 
income for the ten months, except the Board find that the 
additional compensation of $75,000 shall be spread ratably 
to the various control i periods, in the amount stipulated, 
and shall also find that the rental interest shall be allocated 
over the fiscal control period in the amounts agreed to, then 
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i 

and in that case, the amounts which apply to 192Q will affect 
the income for the two months of January and February, 
1920. 

i 

i 

Stock Exchange Fee. 

I 

j 

Issue (a), Docket 42150. j 

i 

When the Gulf, Mobile & Northern was reorganized in 
December, 1916. its stockholders entered into a voting trust 
agreement which was to extend to January 1^ 1925. It 
was agreed that upon the termination of the voting 
69 trust, the stock of the company would be lifted on the 
New York Stock Exchange, and this whs done in 
1924. The respondent has disallowed a deduction of 
$2,400, claimed by the petitioner in its return for 1924, as 
the cost of listing its stock on the Exchange. j 

i 

Amortization of Bond Discount. 

i 

i 

Issue (c), Docket 42150. 

I 

i 

At various dates between 1913 and 1916, the ^eridian & 
Memphis sold its 30-year 5 per cent gold bonds, j of a total 
face value of $675,000, to the Equitable Loan &; Mortgage 
Company of Mobile, at a discount of approximately $131,- 
000. At the time the Gulf, Mobile & Northern acquired the 
capital stock of the Meridian & Memphis, the bohds of the 
latter were pledged as collateral for certain collateral trust 
notes of the Equitable Loan & Mortgage Company. These 
notes fell due during the period of federal control, and were 
taken up by the War Finance Corporation. At the end of 
federal control, the Gulf, Mobile & Northern settled with 
the War Finance Corporation for the notes, and jtook over 
the bonds pledged as collateral thereto, at a cost! of $636,- 
000. Each year, the Meridian & Memphis has charged off 
on its books l/30th of the discount on its bonds, ftnd in its 
returns for 1924, 1925 and 1926, claimed deductions for 
amortization of bond discount, each in the amount of $4,- 
585.32. These deductions have been disallowed by the re¬ 
spondent in determining consolidated net income. ! 
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Depreciation of Ways and Structures. 

Issues (e), Docket 42150, and (a), Dockets 38295 and 42149. 

The Jackson & Eastern was organized in 1916 by S. A. 
Neville for the purpose of constructing a railroad 
70 about 71 miles in length, between Union and Jack- 
son, Mississippi. All of the capital stock of this 
company was owned by Neville until he sold the same to the 
Gulf, Mobile & Northern Railroad Company, on August 15, 
1926. 

Neville attempted to interest several of the large railroad 
systems in the project proposed to be undertaken by the 
Jackson & Eastern. The territory which was to be served 
by the proposed road was approximately 40 miles wide and 

70 miles long, and w’as entirely without transportation 
facilities. . However, none such systems could be induced 
to assist in the project and Neville proceeded to build the 
road with his own limited means. The road w^as built as 
cheaply as possible and in a very crude manner. To the 
fullest extent possible, it wras constructed from materials 
along or adjacent to the right of way. The road bed was 
a dirt embankment and w^as not ballasted; second-hand 
rails, of 60 pound wreight, w^ere used; frogs and switches 
w^ere used which had not been made special for the rails, 
with consequent imperfections in fit and looseness of joints; 
bridges and trestles wrere constructed of unseasoned oak 
and pine; culverts were made of boxes built from other 
unseasoned native w*oods; office buildings, stations, tool 
houses and other roadway buildings were constructed of 
No. 2 common yellow pine, and except for the exteriors of 
stations, none were painted; water stations consisted of 
corrugated galvanized iron tanks supported by native pine 
timber; fuel stations, for storing coal or locomotives, were 
just platforms built of native pine timber; and shops and 
engine houses consisted merely of native oak poles support¬ 
ing roofs, some of which wrere made of corrugated iron and 
the rest wrere made from No. 2 common yellow pine. 

While every effort w^as made to keep the ways and 

71 structures in as good operating condition as possible, 
deterioration was very rapid because of the crude 

construction, and was not arrested by maintenance and re¬ 
pairs. On August 15,1926, when the Gulf, Mobile & North¬ 
ern acquired the capital stock of the Jackson & Eastern, 
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| 

the ways and structures were in a very poor condition and 
practically in a salvage stage. Immediately after that 
date, the Gulf, Mobile & Northern undertook thq rehabilita¬ 
tion of the road and entirely rebuilt it during |he ensuing 
ten month period. During the period of rebuilding, the 
road was kept open for the operation of trains. None of 
the materials of the abandoned ways and structures was 
used in rebuilding—everything except the rohd bed was 
discarded and scrapped. 

The following is a statement of the cost of the various 
items of ways and structures, as of the close of £ach of the 
years 1920 to 1925, inclusive, and as of August 15, 1926: 


Description. 

1920. 

1921. 

1922. 

Bridges, trestles and 




culverts . 

$2,558.05 

$2,790.85 I 

$11,306.87 

Rails . 

47,740.46 

47,695.46 j 

64,585.34 

Other track material 

8,858.36 

8,858.36 

11,392.96 

Station and office 


i 

| 


buildings . 

8,721.50 

8,950.38 

9,063.64 

Roadway buildings 

129.70 

129.70 | 

129.70 

Water stations .... 

2,435.45 

2,519.81 ! 

2,519.81 

Fuel stations . 

257.88 

257.88 

257.88 

Shops and engine 


1 


houses ... 

679.61 

745.33 

797.58 

Roadway machines 

846.67 

846.67 

956.39 

Totals. 

$72,227.68 

$72,794.44 ! 

£101,010.17 

Description. 

1923. 

1924. 

1925. 

Bridges, trestles and 




culverts . 

$13,497.29 

$23,107.79 

$30,783.17 

Rails . 

72,654.79 

93,315.85 

107,406.99 

Other track material 

12,874.05 

16,005.40 

21,011.55 

Station and office 




buildings . 

12,556.62 

12,872.15 

14,447.83 

Roadway buildings 

129.70 

129.70 

620.80 

Water stations .... 

2,519.81 

3,628.24 

3,585.30 

Fuel stations . 

257.88 

257.88 

257.88 

Shops and engine 



1 

1 

houses . 

823.46 

823.46 

4,059.63 

Roadway machines 

10,913.60 

11,406.57 

11,645.38 

Totals. 

$126,227.20 

$161,547.14 $ 

5193,818.53 
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Description. August 15,1926. 

Bridges, trestles and culverts. $32,373.70 

Rails .L. 105,914.42 

Other track material . 20,995.62 

Station and office buildings. 14,542.34 

Roadway buildings. 654.73 

Water stations . 3,929.14 

Fuel stations . 328.91 

Shops and engine houses. 7,140.84 

Roadway machines. 12,139.97 


Total. 198,019.67 


The following statement shows the average life of each 
item comprising the petitioner’s investment in ways and 
structures, when kept up by normal repairs and mainte¬ 


nance : 

Description. Average life. 

Bridges, trestles and culverts. 8 years 

Rails . 10 “ 

Other track material. 10 “ 

Station and office buildings. 20 “ 

Roadway buildings . 20 “ 

Water stations . 10 “ 

Fuel stations . 10 “ 

Shops and engine houses. 10 “ 

Roadwav machines . . 6 “ 

w 


The composite average life of petitioner’s ways and 
structures is 10 years. 

In computing net income for 1921 to 1925, inclusive, for 
the period January 1 to August 15,1926, and for the period 
August 16 to December 31, 1926, the Jackson & Eastern 
claimed deductions for depreciation of ways and structures, 
in the following amounts: 

Depreciation 


Year or period. claimed. 

1921 . $1,749.72 

1922 . 1,767.27 

1923 . 6,938.45 

1924 . 13,219.18 

1925 . 17,153.53 

1/1/26 to 8/15/26. 12,187.38 

8/16/26 to 12/31/26. 7,374.87 
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73 The respondent has disallowed the depreciation 
deductions claimed by the petitioner fqr the years 

1923, 1924, and 1925, and for the two periods January 1 to 
August 15, 1926, and August 16, to December 31, 1926. 

Net Loss For 1921—Jackson & Eastern. 

Issue (b), Docket No. 38295. j 

! 

The books of the Jackson & Eastern show a loss for 1921 
of $6,298.37, and a net income for 1922 of $5,684.86. The 
petitioner reported an alleged statutory bet loss of 
$1,567.41 in its return for 1921, and a netj income of 
$5,684.86 in its return for 1922. The difference in the net 
loss reported in the return for 1921 and that jreflected by 
the petitioner’s books of account, which is $4,7^0.96, repre¬ 
sents an alleged loss charged off on the books op account of 
the retirement of certain equipment, but not qlaimed as a 
deduction in the return. In arriving at the jnet loss for 
1921 and the net income for 1922, the petitioner made 
deductions for depreciation of ways and structures in the 
amounts of $1,749.72 and $1,767.27, respectively. No part 
of the net loss sustained for 1921 has been deducted by the 
respondent in determining the net income of 1923. 

Donations to Y. M. C. A.’s. 

Issue (f), Docket No. 42150. j 

During 1924, 1925, and 1926 the Gulf, Mobile* & Northern 
made contributions to several Y. M. C. A.’s located at divi¬ 
sion terminal points. These institutions were not so-called 
“Railroad Y. M. C. A.’s” and were not maintained on com¬ 
pany property, but were located at central poihts in towns 
of 18,000 to 35,000 population and were open to| the general 
public. The petitioner’s employees are Snot depend- 

74 ent upon these institutions for layover Accommoda¬ 
tions; there are other facilities available for such 

purposes. However, the employees do avail themselves of 
the facilities of these institutions and are furnished a class 
of amusement, entertainment and recreation tjhat is very 
beneficial to them. The company, also, frequently makes 
use of such facilities for staff meetings and employees 
“ get-together” meetings. In its returns for 1924, 1925 and 
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1926, the petitioner claimed deductions for such contribu¬ 
tions, in the amounts of $866.67, $1,500 and $750, respec¬ 
tively. The deductions have been disallowed by the 
respondent. 


Consolidated Net Loss for 1921. 

Issue, (d), Docket 35898. 

The respondent determined that the Gulf, Mobile & 
Northern and the Meridian & Memphis sustained a consoli¬ 
dated net loss for 1921, of $147,753.83, and has deducted 
such net loss from the consolidated net income for 1922. 
In arriving at the consolidated net loss for 1921, the re¬ 
spondent reduced the operating expenses by the amount 
credited in that year to “Transportation for Investment— 
Cr.” accounts, to wit, $4,958.65. 

At the hearing, the following stipulation was made by the 
parties : 

That the net income of the Meridian & Memphis Railway 
Company, for the year 1922, is $18,461.06, and that none of 
the adjustments which may be made as a result of this 
appeal in Docket No. 35898 will affect the income of the 
Meridian & Memphis. 


Opinion. 

Trammell : 

Several assignments of error have been admitted by the 
respondent, necessitating adjustments in the net incomes 
determined in the deficiency notices, as follows: 

75 Docket No. 24887. 

Net income for 1920 should be reduced (1) by $7,918.02 
on account of “so-called 4 donations’ ”; (2) by $150,196.34, 
on account of “depreciation on equipment sustained during 
the federal control period and charged to the Director Gen¬ 
eral of Railroads, but which was not allowed by him in the 
final settlement in 1920; (3) $82,187.99, on account of 
“overmaintenance charged to petitioner in the final settle¬ 
ment of 1920”; (4) by $162.06, on account of amortization 
of bond discount; and net income should be increased by 
$2,226.49, on account of “miscellaneous items of income 
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received by petitioner in the final settlement in 1920”. 
Also, the respondent admits error in having computed the 
tax for 1920 at the rate of 10 per cent upon tlje entire net 
income, conceding that the tax upon the net income earned 
during the two months of federal control, January and 
February, should be computed at the rate of! 8 per cent. 
The tax will be computed accordingly in the filial order of 
redetermination. 

I 

Docket No. 42150. | 

Net incomes for 1925 and 1926 should be reduced by the 
amounts of $4,280.29 and $10,200.58, respectively, on ac¬ 
count of additional mail pay received in those years for 
1916 and 1917. 

Docket No. 42149. 

Net income for the period January 1, to August 15, 1926, 
should be reduced by $750,95, on account of additional 
mail pay received in that period for 1916 and 1917. 

76 Docket No. 35898. 

Net income for 1922 should be reduced (1) by $11,327.55 
on account of “property received by petitioner|as a gift”; 
and (2) by $648.22, on account of amortization bf bond dis¬ 
count. The consolidated net loss for 1921, which respond¬ 
ent has deducted from consolidated net inconie for 1922, 
should be increased (1) by $14,936.56, on account of “prop¬ 
erty received by petitioner as a gift”; (2) by !$648.22, on 
account of amortization of bond discount; (3) bv$51,559.52, 
“on account of federal control lump sum settlement”; and 
decreased by $150,196.34, on account of “ overnjiaintenance 
of petitioner’s property while under federal control”. 

Transportation for Investment—Credit. 

i 

Issues (b), Dockets 24887, 42150, 35898, and (d), Docket 

35898. i 

I 

i 

Petitioners, Gulf, Mobile & Northern and Meridian & 
Memphis, complain of respondent’s action in reducing the 
deductions claimed for operating expenses, for 1920, 1921, 
and 1922 and 1924 by the amounts credited in those years, 


I 


i 

i 
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under regulations of the Interstate Commerce Commission, 
to accounts designated on their books “ Transportation for 
Investment—Credit 9 ’. 

The evidence shows that during the years in controversy, 
the petitioners transported men and materials over their 
own lines for construction purposes; that such transporta¬ 
tion was accomplished, as a rule, by regularly scheduled 
freight and passenger trains and did not involve additional 
equipment and service expense; that the expenses of 
operating such train facilities are more or less constant 
and are not appreciably affected by transporting such work¬ 
men and materials; and that the amounts credited, in the 
years in question, to “Transportation for Investment— 
Credit ’ 9 accounts are arbitrary, represent the maximum 
amounts which could be credited to such accounts 
77 under regulations of the Interstate Commerce Com- 
mission, and, consequently may or may not bear a 
true relation to the cost of such transportation. On these 
facts, we are asked to set aside the respondent ’s determina¬ 
tion and permit the deduction of the amounts in question, 
in computing consolidated net income for 1920, 1922 and 
1924, and the consolidated net loss for 1921. 

The precise question raised here was considered by the 
Board in Great Northern Railway Company , 8 B. T. A. 
225. There we held that the cost of transporting men en¬ 
gaged in, and materials to be used for, new construction 
constituted a capital expenditure and not a proper deduc¬ 
tion in computing taxable net income. In this the Board 
was affirmed by the Circuit Court of Appeals, Eighth Cir¬ 
cuit. Great Northern Railway Coynpany v. Commissioner of 
Internal Revenue , 40 Fed. (2d) 372. Confessedly, some ex¬ 
pense was incurred in transporting workmen and materials 
for construction purposes; and it is admitted by both parties 
that the amounts credited to “Transportation for Invest¬ 
ment—Credit” accounts and charged to capital, on account 
of such transportation, are arbitrary and represent the 
maximum amounts which could be so treated under the 
regulations of the Interstate Commerce Commission. In 
this situation, the burden rested upon the petitioners to 
show that the costs of such transportation are less than 
the amounts shown on the books of account, but the evi¬ 
dence falls far short of establishing the fact. The evidence 
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I 

j 

does not do more than show that the cost of isuch trans- 
portation, in any particular instance, may be but a negli¬ 
gible factor, in the sense that the more or less constant 
expenses of operating the facilities by means of] which such 
transportation is usually accomplished are not ap- 
78 preciably affected. A somewhat similar situation 
was encountered in Great Northern Railway Com¬ 
pany, supra, and the Circuit Court, in commenting thereon, 
spoke as follows: j 

The appellant contends that it was put to n 6 additional 
expense in transporting the few men at a time on a regu¬ 
lar passenger train as this involved no additional equip¬ 
ment or service expense because the trains upoh which the 
transportation occurred would have been run ^n the same 
wav whether these workmen were carried or nbt. A simi- 

J i 

lar contention is made concerning the carriage |of material 
except that appellant makes a rather grudging] concession 
that the sum of $41,799.45 might be apportioned to this 
because of the cost of repairs to freight cars, fuel and 
water for steam locomotives and electric power (for electric 
locomotives. * * * The entire evidence and argument 

seem merely to show that there is an actual expense for 
transporting the men and material but that tlhe amount 
of such expense cannot possibly be ascertained with any¬ 
thing like approximation, but must be estimated rather 
vaguely. This difficulty is evidently what led the Com- 
mission to fix a definite maximum which it would allow, 
without examination, for such purposes. Unquestionably, 
that maximum was the result of investigation and intended 
to represent an estimate of the average for Such costs. 
This appellant adopted that maximum. According to its 
own evidence, it did so ‘as representing reasonable allow¬ 
ances for the value of these services.’ If there ivas an ad¬ 
vantage in its selection of that basis it got the j advantage 
thereof in its capital account upon which its rdtes would 
be based. It cannot now say that such entry in its own 
books for that purpose is not competent evidence of the 
facts supposed to be represented thereby. Thei burden is 
upon it to show that such were less. 

Here the petitioners adopted the maximum amounts which 
under the regulations of the Interstate Commerce Commis- 

i 


i 
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sion, could be treated as capital investment, and such 
amounts must be permitted to stand until it is shown by 
clear and convincing evidence that the actual costs of trans¬ 
portation incurred are less than the amounts reflected by 
the books. On this issue, we find no proper grounds for 
disturbing the respondent’s action. 

79 Payment under Section 209, Transportation Act of 

1920. 

Issue (c), Docket 24887. 

The petitioner contends that the amount which it re¬ 
ceived from the United States government pursuant to 
section 209 of the Transportation Act of 1920 does not 
constitute taxable income. It argues that the amount re¬ 
ceived does not come within the definition of gross income 
set out in the statute nor within the scope of the definition 
of income in the Sixteenth Amendment as laid down by the 
Supreme Court. The pertinent provisions of section 209 
of the Transportation Act are as follows: 

The term “guaranty period” means the six months be¬ 
ginning March 1, 1920. 

The term “test period” means the three years ending 
June 30, 1917; and 

The term “railway operating income” and other refer¬ 
ences to accounts of carriers by railroad shall, in the case 
of a sleeping car company, be construed as indicating the 
appropriate corresponding accounts in the accounting sys¬ 
tem prescribed by the Commission. 

(b) This section shall not be applicable to any car¬ 
rier wiiich does not on or before March 15, 1920, file with 
the Commission a written statement that it accepts all the 
provisions of this section. 

(c) The United States hereby guarantees— 

(1) With respect to any carrier with which a contract 
(exclusive of so-called cooperative contracts or w r aivers) 
has been made fixing the amount of just compensation 
under the Federal Control Act, that the railway operating- 
income of such carrier for the guaranty period as a wiiole 
shall not be less than one-half the amount named in such 
contract as annual compensation, or, where the contract 
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I 

fixed a lump sum as compensation for the whole period of 
Federal operation, that the railway operating income of 
such carrier for the guaranty period as a whole shall not 
be less than an amount which shall bear the same propor¬ 
tion to the lump sum so fixed as six months bears to the 
number of months during which such carriei[ was under 
Federal operation, including in both cases the increases 
in such compensation provided for in section 4 of the Fed¬ 
eral Control Act; 

80 (2) With respect to any carrier entitled to just 

compensation under the Federal Control Act, with 
which such a contract has not been made, that the railway 
operating income of such carrier for the guaranty period 
as a whole shall not be less than one-half of the annual 
amount estimated by the President as just compensation 
for such carrier under the Federal Control Act, including 
the increases in such compensation, provided for in section 
4 of the Federal Control Act. If any such Carrier does 
not accept the President’s estimate respecting its just 
compensation, and if in proceedings under section 3 of the 
Federal Control Act it is determined that a larger or 
smaller annual amount is due as just compensation, the 
guaranty under this paragraph shall be increased or de¬ 
creased accordingly; 

(3) With respect to any carrier, whether or not entitled 
to just compensation under the Federal Control Act, with 
which such a contract has not been made, and for which 
no estimate of just compensation is made by! the Presi¬ 
dent, and which for the test period as a whole sustained 
a deficit in railway operating income, the guaranty shall 
be a sum equal to (a) the amount by which apv deficit in 
its railway operating income for the guaranty period as 
a whole exceeds one-half of its average annual deficit in 
railway operating income for the test period, plus (b) an 
amount equal to one-half the annual sum fixed by the 

President under section 4 of the Federal Control Act: 

7 


(4) With respect to any carrier not entitled tj) just com¬ 
pensation under the Federal Control Act, which for the 
test period as a whole had an average annqal railway 
operating income, that the railway operating income of 
such carrier for the guaranty period as a whole shall not 
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be less than one-half the average annual railway operating 
income of such carrier during the test period. 

(d) If for the guaranty period as a whole the railway 
operating income of any carrier entitled to a guaranty 
under paragraph (1), (2) or (4) of subdivision (c) is in 
excess of the minimum railway operating income guar¬ 
anteed in such paragraph, such carrier shall forthwith 
pay the amount of such excess into the Treasury of the 
United States. If for the guaranty period as a whole the 
railway operating income of any carrier entitled to a guar¬ 
anty under paragraph (3) of subdivision (c) is in excess 
of one-half of the annual sum fixed by the President with 
respect to such carrier under section 4 of the Federal Con¬ 
trol Act, such carrier shall forthwith pay the amount of 
such excess into the Treasury of the United States. The 
amounts so paid into the Treasury of the United States 
shall be added to the funds made available under section 
202 for the purposes indicated in such section. Notwith¬ 
standing the provisions of this subdivision, any carrier 
may retain out of any such excess any amount necessary 
to enable it to pay its fixed charges accruing during the 
guaranty period. 

(e) For the purposes of this section railway operating 
income, or any deficit therein, for the test period 

81 shall be computed in the manner provided for in 
section 1 of the Federal Control Act. 

(f) In computing railway operating income, or any 
deficit therein, for the guaranty period for the purposes of 
this section— 

******* 

(4) There shall not be included any taxes paid under 
Title I or II of the Revenue Act of 1917, or such portion 
of the taxes paid under Title II or III of the Revenue Act 
of 1918 as by the terms of such Act are to be treated as 
levied by an Act in amendment of Title I or II of the Reve¬ 
nue Act of 1917; and 

Pursuant to the proclamation of the President issued 
December 24, 1919, all railroads and systems of transpor¬ 
tation were released from federal control on the first of 
March, 1920, and turned back to their respective owners. 
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The guaranty payments under section 209 were no part of 
the payments made by the government to the railroads on 
account of the operation under the Federal Control Act of 
1918 as just compensation for the taking of property for 
public use. Any and all such liability which the government 
incurred or was under to the railroads as the result of 

I 

federal control was either adjusted or was shbject to ad¬ 
justment independent of section 209 of the Transportation 
Act. 

Perhaps the best statement of the purpose j of the pay¬ 
ments contemplated under section 209 of the Transporta¬ 
tion Act is found in the words of Mr. Justice Brandeis in 
the case of United States v. Guaranty Trust Company of 
New York, et al ., 280 U. S. 478, where he said: 

These appropriations were made in order to meet a pres¬ 
ent need. At the time of the passage of Transportation 
Act 1920, most of the railroads of the United States lacked 
funds for necessary improvements, equipment, and ex¬ 
pense of facilities. Some of the carriers needed funds, 
also, to meet maturing obligations. The credit of many 
carriers was seriously impaired. There was a general re¬ 
luctance among investors to purchase new Railroad se¬ 
curities even on the strongest railroads. Congress 
82 deemed it important to preserve for the! nation sub¬ 
stantially the whole existing transportation system. 
* * * In order to accomplish this, it was thought neces¬ 

sary that the United States should, to a certain extent, 
finance the carriers until it would become possible to restore 
their credits, by increase of rates or otherwise. The provi¬ 
sions of Title II of Transportation Act 1920 were framed to 
that end. 

The United States Supreme Court in the case of Akron 
C. & Y. Co . v. United States, 261 U. S. 184, wijh reference 
to the payments by the government to the railroad under 
section 209, stated as follows: 

The credit of the carriers, as a whole had been seriouslv 

j * 

impaired. To preserve for the nation substantially the 
whole transportation system was deemed important. By 
many railroads funds were needed, not only fpr improve¬ 
ment. and expansion of facilities, but for adequate mainte¬ 
nance. On some, continued operation would bej impossible, 
unless additional revenues were procured. 
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The Interstate Commerce Commission, in Finance 
Docket No. 1176, 70 I. C. C. 115, in a decision rendered July 
12, 1921, with respect to the nature of the guaranty pay¬ 
ments under section 209 said: 

The guaranty under 1 Section 209 is wholly independent 
of any damages which the carriers may have suffered by 
reason of the temporary taking of their property during 
the period of Federal control. For all such damages the 
Government must render just compensation; and by their 
acceptance of the provisions of Section 209 the carriers 
have in no way surrendered or abated any claims arising 
out of Federal operation. The guaranty, therefore, was 
not founded upon a legal obligation, * * *. 

The purpose of the payments to the railroads under the 
above act is also shown bv statements of the members of 

m/ 

the committees in Congress in charge of the bill in the 
course of its passage and resort may be had to these state¬ 
ments as indicating the purpose of this legislation. Wis¬ 
consin Railroad Commission v. C. B. & Q. R. R. Company , 
257 U. S. 562; Duplex v. Deering, 254 U. S. 443; United 
States v. St. Paid M. £ N. Railroad Company, 247 U. S. 
310. 

83 Kepresentative Dennison, a member of the com¬ 
mittee in charge of the bill stated as follows (Con¬ 
gressional record, Vol. 58, Pt. 8, p. 8458): 4 ‘The great thing 
that the railroads will need in the immediate future is credit 
and this guaranty provision in the bill is intended largely 
to reestablish their credit in the markets of the world.” 

It appears from the history of the legislation, the state¬ 
ments of the United States Supreme Court and the discus¬ 
sions by members of the committees in charge of the passage 
of the bill in Congress, that the primary purpose of the 
guaranty payments was to reestablish the credit of the 
railroads. The reestablishment of their credit would en¬ 
able them to sell securities to obtain necessarv funds needed 

* 

in their operations, as well as for securing improvements 
and equipment. As a means of establishing this credit to 
the railroads their railway operating income was guaran¬ 
teed to be a certain amount. It is a matter of public knowl¬ 
edge that the expenses of operation of the railroads had 
been materially increased during the federal control period 
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on account of the increased compensation of employees and 
higher costs of supplies; that freight and passenger rates 
had not been adjusted to meet this additional expense; that 
under federal control the routes of carriers had been 
changed in order to permit the most direct route of trans¬ 
portation; that the cars and other facilities had become 
scattered; and that other factors existed at thejtime of the 
turning the operation of the railroads back to tneir owners 
which would materially affect their income-producing 
power. Congress took into consideration the condition of 
the roads caused largely by the federal control. Under 
section 209 of the Transportation Act the govern- 
84 ment guaranteed a stabilized and certain income to 
the carriers during the guaranty period^ which was 
the six months beginning March 1, 1920. This vfas a period 
of readjustment. It was necessary that something be done 
by Congress in order to assure the efficient operation of the 
railway systems. In order to accomplish this purpose their 
credit had in some means to be reestablished. | If, instead 
of guaranteeing the railway operating incomp, Congress 
had increased rates to accomplish the same result, of course 
no question of taxability of the increased reyenue could 
have arisen. 

I 

The establishment of the credit of the railroads through 
the guaranty payments enabled the railroads j to make a 
certain definite amount of railway operating inpome. This 
was for the purpose of establishing credit through the 
means of enabling the owners of railroad securities to se¬ 
cure a definite return upon their securities. The guaranteed 
earning power was a stabilizing factor. If the railway 
operating income was less than a certain amount the gov¬ 
ernment would make up the difference, so that ih any event 
the railroad’s operating income, of which its owners and 
security-holders would receive the benefit, woulcj. have been 
not less than its average railway operating income for the 
test period, that is, for the three years ended Jupe 30, 1917. 

The deficiency in railway operating income wps made up 
by the guaranty instead of by the shippers an$ traveling 
public. It does not seem to be material from Vhat source 
the deficiency was made up, if it ^vas in fact the railway 
operating income which was made up. If thp payments 
by the government did not form a part of the railway 
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operating income, then the provisions of the statute 

85 still have not been met, because the Government 
guaranteed that that income would be a certain 

amount. The income received in due course from freight 
and passenger traffic and the amounts received from the 
government together made up the operating income, so that 
in the end the railroads had their railway operating income 
in the guaranteed amount. 

We do not think that it can be successfully contended that 
the government voluntarily made the payments as gifts 
without anv consideration. If thev were mere gratuities or 
bounties there would be serious question as to their con¬ 
stitutionality. See United States v. Realty Co., 163 U. S. 
247; U. S. ex rel. Miles Planting <& Mfg. Co. v. Carlisle, 5 
D. C. App. 138; Field v. Clark, 143 U. S. 649. The benefits 
flowing to the country as a whole, the recognition of the 
condition of the railroads brought about largely through 
federal control, the equitable and honorary obligation on 
the part of the government, the mutuality of the arrange¬ 
ment between the government and the railroads are factors 
which cannot be ignored. If one person, for considerations 
deemed by him to be sufficient, agrees with another that 
such person’s income would not be less than a certain 
amount and makes payments to such person to make good 
any deficiency, it is difficult to see under what theory such 
amounts would not be income to the person receiving the 
payments. If one person’s profits are guaranteed by an¬ 
other if not received bv a certain source, thev are still 
profits if received from the guarantor. 

It is to be observed that section 209 makes no provision 
that such payments by the government shall be exempt 
from income tax. Congress undoubtedly had the option to 
pay the full amount of the deficit in railway operating in¬ 
come or any part thereof, considering in this connection 
such amount of income below the guaranteed amount as 
being a deficit, and subject said payments to tax the same 
as any other income, or to pay the railroads a smaller 
sum less what the tax would have been on a larger sum 
paid. 

86 It seems clear that Congress chose the former 
method instead of the latter. The provision in sub¬ 
section (f) (4) of section 209 that in computing railway op¬ 
erating income or any deficit therein for the guaranty 
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period certain taxes could not be included is ap indication 
that Congress did not leave out of consideration the ques¬ 
tion of taxes in determining the railway operating income 
and apparently intended that any payments by the govern¬ 
ment should be governed by whatever statutory provisions 
that might be applicable. While making provision with 
respect to taxes, if Congress had intended that any pay¬ 
ments by the government were to be exempt it| could have 
made specific provision therefor in unmistakable language. 
Clearly the language used is not an express exejmption, nor 
can we construe the provision as indicating an intention to 
exempt the government payments from the tax; jvet, if there 
is doubt or ambiguity on the question, statutory exemption 
from tax should be construed strictly in favor of the gov¬ 
ernment and against the exemption, see Lewetyyn v. Har- 
bison, 31 Fed. (2d) 740 (Circuit Court of Appeals, Third 
Circuit); Bank of Commerce v. Tennessee, 161 U. S. 134, 
an entirely different rule from that with resped; to the im¬ 
position of taxes. The method of taxation of railroads and 
the fact that they were given some concession yith respect 
to taxes imposed by section 230 of the Revenue Act of 1918 
in our opinion throws no light on the questions See New 
York, Ontario & Western By . Co ., 1 B. T. A. 1172. If it be 
contended that it was net railway operating income which 
was guaranteed, that federal taxes must be deducted before 
that net income can be determined and consequently that 
unless the government in effect bore the tax, the 
87 net income had not been made up by 4he govern¬ 
ment, we think that this contention is ahswered by 
the provision of the statute that the federal taxes paid 
should not be included in determining the income during 
the guaranty period. 

The same argument might be made as to the jikst compen¬ 
sation during the federal control period. It might be con¬ 
tended that the carrier had not received the amount of the 
just compensation represented by guaranteed or agreed 
payments unless federal taxes had been deducted in deter¬ 
mining railway operating income. But we think that sec¬ 
tion 1 of the Federal Control Act, providing that “Every 
sucfii agreement [between the Government aqd carrier] 
shall provide that any Federal taxes under the j Act of Oc¬ 
tober third, nineteen hundred and seventeen, or Acts in 
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addition thereto or in amendment thereof, commonly called 
war taxes, assessed for the period of Federal control be¬ 
ginning January first, nineteen hundred and eighteen, or 
any part of such period, shall be paid by the carrier out 
of its own funds, or shall be charged against or deducted 
from the just compensation * * makes it clear 

that the taxes imposed by section 230 of the Revenue Act 
of 1918 as it referred to carriers were intended to be paid 
by them, and section 209 (f) (4) of the Transportation Act 
was apparently put in that act to make it plain that Con¬ 
gress did not intend indirectly to relieve the carriers of 
that tax by making greater payments under the guaranty 
provisions for the six-month period following federal con¬ 
trol, and indicates that it was railway operating income in 
a specifically restricted sense which was guaranteed. If 
taxes are to be deducted in computing railway operating 
income under regulations of the Interstate Com- 
88 merce Commission as a general rule (see New York 
Ontario & Western Ry. Co ., supra), in so far as the 
government payments to carriers are concerned, Congress 
saw fit in section 209 to provide otherwise and to make it 
clear that it was railway operating income less Federal 
taxes before the guaranty payments were made which the 
government was to guarantee. It was a method of deter¬ 
mining how much the government would pay the carriers. 
We can find no support for the proposition that any lan¬ 
guage in section 209 intended to exempt any income of car¬ 
riers from taxes and we think that the government pay¬ 
ments constituted income. 

If the railroad had earned during the guaranty period 
through its railway operations the amount guaranteed by 
the government, there could be no question but that it would 
be subject to tax as the just compensation was; yet the 
payments made under section 209 by the government to 
make up the railway operating income to a certain point 
seem to us to be equally taxable income. The payments 
were in fact and substance as much railway operating in¬ 
come as any other income. They were in fact income re¬ 
ceived on account of the operation of the railroads. It is 
merely received from the United States, that is, all of the 
people of the United States instead of specifically from the 
shippers or passengers. It seems that no distinction should 
be made between those railroads whose actual railway op- 
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erating income without government payments equaled the 
amount guaranteed by the government and those ih which 
the government made up the difference. The difference 
made up was railway operating income. We can find no 
justification in the legislation or any rule of statutory con¬ 
struction which would warrant one railroad in being re¬ 
lieved from tax liability where its actual income or Receipts 
were the same as another railroad which is required to pay 
the tax. We do not think that Congress intended that the 
payments to the railroads in order to make their railway 
operating income up to a certain amount anft at the 
89 same time exempt the railroads from tax on the pay¬ 
ments. This would amount in effect to the govern¬ 
ment paying to the railroads not only the amount of guar¬ 
anty payments but the amount of tax thereon. 

On the other hand, if the payments by the government to 
the railroads constituted gifts or subsidies free fijom tax, 
the question is what would be the nature of the payments 
made by the railroads to the government where the rail¬ 
roads had excess income. It would be a strained construc¬ 
tion to say that the amounts paid by the railroad to the gov¬ 
ernment where their income exceeded a certain amount 
were gifts by the railroad to the government. Clearly the 
railroads did not consider that they were making voluntary 
contributions to the Federal government in makifig such 
payments, nor do we consider that the government was 
making gifts or mere voluntary contributions to the rail¬ 
roads where the railway operating income did not come up 
to the guaranteed amount. 

It is contended that the payments by the government did 
not meet the test laid down by the Supreme Court to the 
meaning of income. The United States Supreme Court in 
the case of Eisner v. Macomber, 252 U. S. 189, said!: 

Income may be defined as the gain derived from! capital, 
from labor, or from both combined, provided it be under¬ 
stood to include profit gained through a sale or conversion 
of capital assets. 

It is contended by the petitioner that the payments did 
not come within the scope of this definition. The payments 
by the government, however, were dependent u[pon the 
operation of the railroad, that is, the use of botlj capital 


i 
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and labor. The payments were not received for the guar¬ 
anty period unless the railroads were in operation during 
that period, and then only in the event that their operating 
income was less than the guaranteed amount, and we 

90 can not overlook the fact that it was railway operat¬ 
ing income which was guaranteed and made up. The 

government derived a substantial benefit from the pay¬ 
ments. It received consideration from the substantial good 
obtained for or expected to be obtained for the people as a 
whole on account of the more efficient operation of the rail¬ 
roads and the further establishment of their credit. 

It may be perfectly true that Congress was impelled by 
no legal obligation in enacting this legislation requiring the 
government to make these payments, but it seems to be 
clear that the government took into consideration the bene¬ 
fits to be derived by the people of the United States, and 
that there were obligations of “an equitable, moral and 
honorary nature” on the part of the government existing 
on account of the condition of the railway systems immedi- 
atelv after federal control, and largelv as a result thereof. 
The Supreme Court, in the case of United States v. Realty 
Co. y 163 U. S. 427, said that such considerations were suffix 
cient to authorize Congress “to recognize the equities of 
the situation and to pay the claims, which while they were 
not of a legal character, were nevertheless of so meritorious 
and equitable nature as to authorize the nation through its 
Congress to appropriate money to pay”. Such an obligation 
on the part of the government may well be said to take the 
place of a legal obligation to such an extent that payments 
thereof were not mere gratuities or subsidies, as the Su¬ 
preme Court held in the above cited case. That case in¬ 
volved the question of the constitutionality of payments 
made by the government to certain sugar manufacturers 
after repeal of the sugar bounty statute. It was contended 
that Congress was without power to pay bounties, but the 
court held that while there was no legal obligation to make 
the payments after the repeal of the law, yet since 

91 certain manufacturers had relied on the repealed 
statute, to their disadvantage, Congress had the 

right to recognize the equitable and moral and honorary 
obligation and that the payments based on this condition 
were not bounties or subsidies, but based on valid consid¬ 
eration. Under the reasoning of that case, the payments 
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here involved were not subsidies or bounties. | But in any 
event, regardless of the obligations of the j government 
before section 2'09 became law, after the railroads had 
accepted its terms the government was boujid by legal 
obligation to make the necessary payments ajnd the rail¬ 
roads were equally bound to pay certain excess earnings 
over the specified amounts to the government.! There can 
be no question of the mutuality of the arrangement. There 
was a mutuality of benefit as well as a mutuality of obli¬ 
gation. 

The railroads in order to receive the guaranty payments 
under section 209 had to file a written acceptance of all pro¬ 
visions of that section within a certain time. One of the 
conditions of section 209 was that, if the railway operating 
income exceeded a certain amount, the excess wpuld be paid 
to the government. This in fact constituted a) contractual 
agreement between the carrier and the government and it 
could not be ascertained until an accounting hhd been had 
whether the government would pay the railroad or whether 
the railroad would pay to the government. We think that 
this feature of the case takes away any basis! for holding 
that the payments by the government were phre gifts or 
subsidies to the railroads. 

92 The petitioner relies upon the case of Edwards v. 

Cuba Railroad Company, 268 U. S. 628. jin that case 
the United States Supreme Court said: j 

The subsidy payments were proportionate to mileage 
completed; and this indicates a purpose to reimburse plain¬ 
tiff for capital expenditures. All—the physical properties 
and the money subsidies—were given for th6 same pur¬ 
poses. It can not reasonably be held that one was contribu¬ 
tion to capital assets and that the other was profit, gain, or 
income. Neither the laws nor the contracts indicate that 
the money subsidies were to be used for the payments of 
dividends, interest, or anything else property chargeable to 
or payable out of earnings or income. The subsidy pay¬ 
ments taxed were not made for services rendered or to be 

T 

rendered. They were not profits or gains froih the use or 
operation of the railroad, and do not constitute income 
within the meaning of the sixteenth amendment. See 
Stratton's Independence v. Hotvbert (231 U. 399, 415); 

6—5854a ! 


! 


i 
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Eisner v. Macomber, (252 U. S. 189, 207); Merchants' Loan 
& Trust Co. v. Smietanka , (255 U. S. 509). 

In the Cuba Railroad case it is to be observed that the 
payments to the railroad were not for the payment of divi¬ 
dends, interest or anything else properly chargeable to or 
payable out of earnings or income, but were capital contri¬ 
butions. They were made in proportion to mileage com¬ 
pleted. In this case, however, the payments were made 
primarily for the purpose of establishing credit of the rail¬ 
roads to enable the owners and securitv-holders to derive 

income in the wav of dividends or interest or otherwise. 

* 

It was railway operating income which the government 
added to and increased and made up to a certain 

93 amount. It was railway operating income which was 
guaranteed. They were not capital contributions as 

was the case in the Cuba Railroad case, supra, and the 

cases decided by the Board. Liberty Light <& Power Com - 

pany y 4 B. T. A. 155; Arkansas Compress Company, 8. 

B. T. A. 155; Great Northern Railway Company , 8 B. T. A. 

225; Texas & Pacific Railway Co. y 9 B. T. A. 365; Atlantic 

Coast Line Railroad Co. f 9 B. T. A. 1193; Wisconsin Hydro- 

Electric Co. y 10 B. T. A. 933, and others. 

We think that the entire amount received under section 

209 became a part of the railway operating income in every 

substantial sense of the word. This is a susbtantiallv dif- 

* 

ferent state of facts than existed in the Cuba Railroad case, 
supra. We think that it is not important that under the 
Act the carriers were free to use the money received from 
the government for any purpose they saw fit. Taxpayers 
are always free to use their income for capital improve¬ 
ments if they desire but this does not change its character 
when received, but the fact that it was not restricted to 
capital additions or improvements or was on account 
thereof is important. We therefore think that the amounts 
received by the railroad in this case from the government 
under section 209 constituted taxable income. 

94 Inventory Adjustment—Final Settlement with 

Director General. 

Issue (f), Docket 24887. 

At the beginning of federal control, the petitioner turned 
over to the Director General of Railroads, an inventory of 




I 
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materials and supplies which it had acquired at a cost of 
$286,664.26. At the end of the federal control period, Feb¬ 
ruary 29, 1920, the petitioner received back fropi that offi¬ 
cial an inventory of materials and supplies of the market 
value of $275,912.03. Later in 1920, in its final! settlement 
with the Director General, the petitioner was Allowed the 
sum of $61,314.18, for shortages in, and differences in grade 
and quality of, materials and supplies turned back by that 
official, in comparison with the materials apd supplies 
turned over to him by petitioner at the beginning of fed¬ 
eral control. The aggregate value of the cash and ma¬ 
terials and supplies received from the Director General in 
1920 exceeded the cost of the inventory turned over to that 
official, at the beginning of federal control, byj $50,561.95, 
and the respondent has held such excess is income to the 
petitioner for 1920. The petitioners contend ihat such a 
transaction does not give rise to taxable incoifie, because 
there was no sale or other disposition of property to the 
United States and that which was received w^s not more 
than sufficient to make it whole against the deficiencies re¬ 
sulting from government control and operation of its 
properties. 

The question raised here was considered by the Board in 
Lehigh & Hudson River Railway Company, 13 B. T. A. 
1154, in which the facts were identical with tl^ose of this 
case, and was decided adversely to the petitioner. There 
we held that: 

95 The acts relating to Federal control should be 
read with the revenue acts in order to determine the 
intent of Congress, but we do not believe that Congress 
ever indicated in any act relating to Federal control of rail¬ 
roads that circumstances such as are present in this case 
could not give rise to income. Particularly is this true 
when we consider the Commissioner’s regulations and cer¬ 
tain provisions of the Revenue Act of 1921. ! Under the 
revenue acts, if a person parts with his property and, as 
a result, receives cash or its equivalent in excess of the 
cost or, in a proper case, the March 1, 1913, yalue of the 
property, he has received income. This is so | whether he 
parted with the property voluntarily or involuntarily. 

The order of the Board in the cited case was Reviewed by 
the Circuit Court of Appeals, Second Circuit (36 Fed. (2d) 
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719), and in affirming the decision of the Board on this 
question, the Court spoke as follows: 

Such a transaction is equivalent for tax purposes to a 
sale of the supplies at the agreed price. The Act of 1918 
did not indeed expressly provide for gains arising from the 
requisition of property, but Article 49 of the Regulations 
did: “When the owner of property has lost or transferred 
title by reason of acquisition or eminent domain * * # 

if the taxpayer does not elect to replace or restore the prop¬ 
erty, the transaction will then be deemed to be completed 
and the income shall be measured by the excess of the 
amount of the compensation over the cost of the property’’. 
This Article and Article 50 prescribed the formalities by 
which the election should be manifested, with none of which 
the railway conformed. Section 234 (a) (14) of the Act 
of 1921 treats such a gain as income and in our judgment 
it is no more than declaratory of what was implicit before. 
It can scarcely be necessary to labor the argument that a 
man may make the same profit out of property which has 
been requisitioned, as he would out of its sale at the same 
price. Edwards v. Cuba R . R., 268 U. S. 628, touched sub¬ 
sidies which were not given altogether for a consideration 
moving from the grantor; they were not therefore to be 
regarded as income paid in advance. Moreover, they were 
not payments from property taken. 

There is no evidence that the petitioner elected to re¬ 
place or restore the requisitioned property, or that it made 
application to establish a replacement fund as provided by 
Article 50 of Regulations 45. Under the circum- 
96 stances, the transaction must be regarded as having 
been completed in 1920, the year in which compensa¬ 
tion was received, and the income arising therefrom meas¬ 
ured by the excess of the compensation over the cost of the 
property. This leaves for decision the question of fact 
as to the gain derived from the sale or conversion of the 
requisitioned property, and as to that it is sufficient to say 
that there is no evidence upon which we can base a conclu¬ 
sion as to the actual gain. Under the circumstances, we 
shall not disturb the respondent’s determination that the 
gain was $50,561.95. 
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Back Mail Pay. 

Issue (g), Docket No. 24887. 

The question here is whether any part of the payment of 
$15,706.62 received by the petitioner in 1920 a^; additional 
compensation for transporting United States'mails dur¬ 
ing the period June 30, 1916, to December 31, 1917, which 
payment was made to petitioner under the provisions of 
section 5 of the Act of July 26, 1916, constitutes! income for 
1920. The disposition of this question is controlled by the 
principle of our previous decisions in Old Dominion Steam¬ 
ship Co., 16 B. T. A. 264; affd., — Fed. (2d) —|, (C. C. A., 
2d Cir., Jan. 5, 1931); Illinois Terminal Co., 5 T. A. 15. 
See also Western Maryland Railway Co., 12 B\ T. A. 889. 
In any event, the order of the Interstate Commerce Com¬ 
mission of December, 1919, which we judicially! notice, fix¬ 
ing the rate of compensation, must also be considered in 
determining whether there was an accrual prior to 1920. 
We therefore held that the respondent erred ih including 
$4,000 of the amount received in income for 19]20, the tax¬ 
payer being on the accrual basis. 

Additional Compensation—Final Settlement with Director 

General. 

Respondent’s Answer—Docket No. 248$7. 

The matter at issue here arises from affirmative allega¬ 
tions in respondent’s answer to the amended petition, and 
calls for a decision as to whether the whole amount of 
$75,000 allowed to petitioner in final settlement with 
97 the Director General in 1920, as additional compen¬ 
sation for the use of properties, known as the Jack- 
son Extension and the Blodgett Branch, during the period 
of federal control, or only a part thereof is income for 1920. 
The respondent contends that the whole amount received 
is income for 1920, while the petitioner contends that only 
$9,375 is income for 1920. The parties have stipulated that 
if the Board concludes that this additional compensation 
was earned during, and is properly to be accounted for as 
income of, the period of federal control after the projects 
were completed and placed in operation, the portion thereof 
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applicable to 1920 is $9,375. The respondent concedes 
that the decision of this question is controlled by the de¬ 
cisions of this Board in Illinois Terminal Company, 5 
B. T. A. 15; Cincinnati, Findlay & Ft, Wayne Railway 
Company, 5 B. T. A. 108; New Orleans, Texas & Mexico 
Railway Company, 6 B. T. A. 436; Great Northern Rail¬ 
way Company, 6 B. T. A. 225; Old Dominion Steamship 
Company, 16 B. T. A. 264; affirmed by the Circuit Court of 
Appeals, Second Circuit, January 5, 1931 (Prentice-Hall 
Federal Tax Service, p. 567); and Kansas City Southern 
Railway Company, 16 B. T. A. 665; although the respondent 
does not concede the correctness of these decisions. The 
legal principle announced in the cited cases is that the com¬ 
pensation paid to a railroad company, for the use of its 
properties during the period of federal control, is income 
for each of the accounting periods for which the compen¬ 
sation was allowed, although not received until a later date. 
The facts of record in this case clearly require the applica¬ 
tion of the same principle. Accordingly, the Board con¬ 
cludes that the compensation paid to petitioner for 
98 the use of the Jackson Extension and the Blodgett 
Branch was income for the several accounting 
periods for which the compensation was allowed, and, in 
accordance with the stipulation of the parties, the portion 
thereof returnable as income for 1920 is $9,375. Since no 
part of this compensation has been included by respondent 
in income for 1920, the net income for that year, as de¬ 
termined in the deficiency notice, should be increased by 
that amount. 

Rental Interest on Completed Additions and Betterments— 
Final Settlement with Director General. 

Respondent’s Answer—Docket 24887. 

The question at issue here arises from affirmative allega¬ 
tions in respondent’s answer to the amended petition, and 
calls for a decision as to whether the whole amount of $56,- 
521.02 allowed to petitioner in final settlement with the Di¬ 
rector General in 1920 as rental interest on additions and 
betterments completed during the period of federal control, 
or only a part thereof, is income for 1920. The respondent 
contends that the whole amount received is income for 1920, 
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while the petitioner contends that only $13,439.01 is income 
for 1920. The parties have stipulated that if the Board 
concludes that this rental interest was earned during, and 
is properly to be accounted for as income of, the period of 
federal control after the several projects were completed 
and placed in operation, the portion thereof applicable to 
1920 is $13,439.61. The respondent concedes tliat the deci¬ 
sion of this question is controlled by the decisions of this 
Board in Texas & Pacific Railway Company, 9 B. T. A. 365; 
Indiana Harbor Belt Railroad Company , 16 B t T. A. 279; 
and Kansas City Southern Railway Company, supra , al¬ 
though the respondent does not concede the correct- 
99 ness of these decisions. The legal principle an¬ 
nounced in the cited cases is that rental interest paid 
or allowed to a railroad company, on additions! and better¬ 
ments completed during the period of federal control, is 
part of the “just compensation” sought to bej paid under 
section 4 of the Federal Control Act, as amended March 
21, 1918 (40 Stat. 451), and is income for each of the ac¬ 
counting periods for which it was allowed, although not 
received until a later date. The facts of record in this 
case clearly require the application of the saipe principle. 

Accordingly, the Board concludes that the rental interest 
paid or allowed to petitioner, as compensation for the use 
of additions and betterments completed during the federal 
control period, was income for the several! accounting 
periods for which allowed, and, in accordance with the 
stipulation of the parties, the portion thereof returnable as 
income for 1920 is $13,439.61. Since no part of this com¬ 
pensation has been included by the respondeijt in income 
for 1920, the net income for that year, as determined in 
the deficiency notice, should be increased by that amount. 

Income for 1920 Subject to Tax Rates of 8 and 10 per Cent. 

Issue (i), Docket 24887. 

7 ! 

I 

I 

In accordance with the stipulation of the parties, the ad¬ 
missions in the pleadings, and our decisions 0n the other 
issues raised in this proceeding, Docket 24887, |we find that 
the consolidated net income for the two months Iperiod, Jan¬ 
uary and February, 1920, subject to tax at 8 per cent, is 
$40,946.70; and that the consolidated net income for the ten 
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months period, March 1 to December 31, 1920, subject to 
tax at 10 per cent, is $117,910.04. 

100 Stock Exchange Fee. 

Issue (a) Docket 42150. 

While there is no proof as to the amount of the fee paid 
by the petitioner for the listing of its capital stock on the 
New York Stock Exchange, the respondent makes the ad¬ 
mission, in the brief, that the “cost of listing such stock 
was $2,400”. The question of the deductibility of an expen¬ 
diture of this sort, in computing taxable net income, has 
been decided by the Board, in Dome Mines, Ltd 20 B. T. A. 
377, adversely to the petitioner; and upon authority of that 
decision, we hold that the respondent committed no error 
in refusing to allow this expenditure as a deduction from 
income for 1924. 

Amortization of Bond Discount. 

Issue (c), Docket 42150. 

The question whether a corporate taxpayer, having issued 
its bonds for a price less than their aggregate face value, 
may deduct a pro rata part of the discount, in computing 
consolidated net income for a year in which such bonds 
were owned by its affiliated company, has been decided by 
the Board, in New Orleans, Texas & Mexico Railway Com¬ 
pany, 6 B. T. A. 436, adversely to the petitioner; and upon 
authority of that decision, we hold that the respondent, in 
computing the consolidated net income for 1924, 1925 and 
1926, correctlv disallowed the deductions claimed bv the 
Meridian & Memphis for amortization of bond discount. 

101 Depreciation of Ways and Structures. 

Issue (e), Docket 42150, and (a), Dockets 38295 and 42149. 

The respondent has disallowed the deductions for depre¬ 
ciation of ways and structures claimed by the Jackson & 
Eastern in its returns for the years 1923, 1924 and 1925, 
and for the period January 1, to August 15, 1926, and in 
the consolidated return for the period August 16 to Decem¬ 
ber 31, 1926, on the ground that depreciation was being ar- 
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rested by maintenance and repairs; renewals and replace¬ 
ments, which were being expensed and allowed as deduc¬ 
tions in computing taxable net income. The evidence pre¬ 
sented on this issue leaves no room to doubt tjhat; due to 
the character of construction of the ways and structures 
of the Jackson & Eastern, depreciation was not arrested by 
normal repairs and maintenance, renewals apd replace¬ 
ments, and this is now conceded by the respondent, in the 
brief. The costs of the various items comprising the ways 
and structures have been stipulated by the parties and are 
set forth in the findings of fact. Witnesses w^ll qualified 
to give opinion evidence on the subject have testified as 
to the average life of each of the items included in the 
classification of ways and structures. Their opinions are 
supported by evidence as to the fact of abandonment and 
scrapping of these facilities, because of having Reached the 
end of usefulness, due to normal wear and tear, after a life 
of only approximately ten years. On the evidence as a 
whole, we have found that the composite average life of 
these facilities was ten years. Accordingly, vie hold the 
following amounts to be reasonable allowances for exhaus¬ 
tion, wear and tear, for the years and periods! in contro¬ 
versy : 

102 


Year or period. Amount. 

1921 . ! $7,251.11 

1922 .| 8,190.23 

1923 . i 11,361.87 

1924 .! 14,388.72 

1925 .| 17,768.28 

1/ 1/26 to 8/15/26.! 12,184.56 

8/16/26 to 12/31/26. i 7,407.35 

I 


Net Loss for 1921—Jackson & Easterii. 

Issue (b), Docket 38295. j 

i 

i 

Tlie books of the Jackson & Eastern show a det loss for 
1921, of $6,298.37. The petitioner reported a ijiet loss of 
$1,567.41 in its return for that year. The difference of 
$4,730.96 represents an alleged loss charged off on the 
books in 1921, but not claimed as a deduction |in the re- 
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turn for that year. There is no evidence as to when the 
alleged loss was sustained, and we cannot assume that it 
was sustained in 1921 simply because it was recorded on 
the books in that yeari Indeed, we cannot find that there 
was an actual loss, since there is no evidence as to the cost 
of the retired equipment and the depreciation sustained 
during the period of its use. The alleged loss must be 
disregarded in computing the net loss for 1921. In com¬ 
puting the net loss, oh the books and in the return, the 
petitioner made a deduction of $1,749.72 for depreciation 
of ways and structures. We have held that the deduction 
allowable for 1921 is $6,834.02. Accordingly, we find the 
net loss sustained by the petitioner for 1921, is $6,651.71. 

The net income reported in the return for 1922, and ac¬ 
cepted as correct by the respondent, was $5,684.86. In 
arriving at this net income, the petitioner made a 
103 deduction of $1,767.27 for depreciation of ways and 
structures. We have held that the deduction allow¬ 
able for 1922 is $6,853.23. Accordingly, we find that the 
correct net income for 1922 is $598.90. In this connection 
it should be stated that the year 1922 is not before us for 
review, and we enter upon this determination solely for 
the purpose of ascertaining what part of the net loss sus¬ 
tained for 1921 is a proper deduction in computing the net 
income of 1923. 

The net loss sustained for 1921 exceeds the net income 
for 1922, by $6,052.81, and such excess should be deducted 
in computing the net income for 1923. 

Donations to Y. M. C. A.’s 


Issue (f), Docket 42150. 

The petitioner claimed deductions in its returns for 1924, 
1925 and 1926, of $866.67, $1,500 and $750, respectively, on 
account of contributions to Young Men’s Christian Asso¬ 
ciations located at division terminal points. These insti¬ 
tutions are not maintained on the petitioner’s properties, 
and the petitioner’s employees are not dependent upon 
them for any accommodations. They are maintained for, 
and in the interest of, the general public; and while the 
petitioner’s employees avail themselves of the facilities of 
these institutions, they do not appear to be accorded any 
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privileges not extended to the general public. The de¬ 
ductions in question were disallowed by the | respondent. 
While there is no proof that the amounts in question were 
actually expended, the respondent makes the admis- 

104 sion, in the brief, that such is the ca^e. The pe¬ 
titioner, relying upon Poinsett Mills, 1 j B. T. A. 6; 

Lihue Plantation Co., Ltd., 2 B. T. A. 740; Kekaha Sugar 
Co., Ltd., 13 B. T. A. ’690; Indiana Harbor Belt Railroad 
Co., 16 B. T. A. 279; Terminal Railroad Association of 
St. Louis, 17 B. T. A. 1134; and American Rolling Mills 
Co. v. Commissioner, 41 Fed. (2d) 314, contends that these 
contributions are ordinary and necessary expenses in car¬ 
rying on its business. Considering all the facts in the case, 
we agree with the petitioner’s contention. The use made 
of the Young Men’s Christian Association facilities by the 
railroad and its employees is sufficient to establish that the 
donations were ordinary and necessary expenses and are 
deductible. 

105 Consolidated Net Loss for 1921. j 

Issue (d), Docket 35898. | 

The respondent determined that the Gulf, Mobile & 
Northern and the Meridian & Memphis sustained a con¬ 
solidated net loss for 1921, of $147,753.83, and has deducted 
such net loss from the consolidated net income for 1922. 
In the petition, the petitioner made five assignments of 
error in the determination of the net loss foi* 1921, four 
of which were admitted by the respondent. Tlje fifth chal¬ 
lenged the correctness of the respondent’s action in reduc¬ 
ing the operating expenses for 1921 by $4,958.65, the 
amount credited on petitioner’s books to “Transportation 
for Investment—Credit” account and charged to appro¬ 
priate capital accounts. This action we have already held 
to be proper in the decision of the first issue considered 
in this opinion. Accordingly, we find that the consolidated 
net loss for 1921 is $64,701.79, which should be deducted in 
accordance with our opinion in the case of Kawiki Sugar 
Co., Ltd., 21 B. T. A. 997. 

In accordance with the stipulation of the parties at the 
hearing, we find that the net income of the Meridian & 
Memphis for 1922 is $18,461.06. 


i 


i 

i 

i 
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Reviewed by the Board. 

Judgment will be entered under Rule 50. 

106 Sternhagen, dissenting in part: 

The few facts available in respect of the back pay re¬ 
ceived in 1920 for mail transportation performed in 1916 
and 1917 do not, in my opinion, justify the decision that it 
was not income in 1920. Furthermore, it seems to me more 
practical to treat controverted transportation charges 
which are in doubt during a protracted investigation by 
the Interstate Commerce Commission as income when re¬ 
ceived at the close of the controversy than to readjust the 
accounts of the year of service, and, since there is no legal 
obstacle to such a practical rule, I should adopt it rather 
than the cumbersome one now approved. The rule sug¬ 
gested in the dictum of the Western Maryland case will 
keep Government revenues and railroad taxes and income 
in a long state of uncertainty; and, in view of the statute of 
limitations, will probably be unfair and unsatisfactory to 
both. 

Murdock agrees with this dissent. 

Phillips, dissenting: 

I find myself unable to agree with the majority decision 
that the amount which the petitioner received from the 
United States Government pursuant to section 209 of the 
Transportation Act of 1920 is to be included as a part of 
its income, taxable under the provisions of the Revenue 
Act of 1918. 

The case of the Missouri Pacific Railroad Company, de¬ 
cided this day, presents a more complete picture of the 
extent to which this decision goes than is possible under 
the meager facts in this case. There the guaranteed 
amount appears as something less than $7,250,000. The 
company was paid over $13,500,000, making it clear that 
the payment, to the extent of some $6,000,000, was to re¬ 
place actual losses of operation. The payment was not 
only to increase operating income to a certain point; it 
was to make good all losses of operations. 

107 The circumstances which led to the enactment of 
this legislation are a matter of public record and of 

general knowledge. The railroads had been under Gov- 
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erriment operation for more than two years. Cpsts of labor 
and materials had reached unprecedented levels, and this 
was particularly true with respect to railroad j labor. The 
impaired condition of maintenance of the roadb and of the 
equipment had increased operating costs. Increases in 
rates had not kept pace with the increased costs of opera¬ 
tion and, while it was recognized that higher ra^es would be 
necessary, it was also recognized that they could not be put 
into effect at once. Many of the railroads which had been 
on a paying basis before the period of Federal control were 
facing large deficits, while the earning power^ of all were 
substantially impaired. 

Adequate transportation was recognized as hecessarv to 
the well-being of the nation. The railroads haji been oper¬ 
ating primarily for the purpose of aiding the prosecution 
of the war and not for the production of incpme. Their 
condition was attributable primarily to such operation and 
Congress recognized the necessity and the equity of grant¬ 
ing some relief during the period of adjustment. The Fed¬ 
eral Control Act and the agreements entered into there¬ 
under had provided for the payment of compensation for 
the use of the roads and gave to the railroads all that they 
were constitutionally entitled to demand. Tile aid given 
them under the provisions of section 209 of the Transpor¬ 
tation Act was nothing which they could have demanded 
and was not in settlement of any legal claim which they had. 
It was based upon the recognition of a moral or equitable 
obligation to provide some means by which the railroads 
might be compensated for the impairment of tjtieir earning 
power, caused by Federal control, until an opportunity had 
been granted, under private operation, to take the necessary 
steps to put rates and wages upon a business basis. 
108 The term income as used in the Constitution and 
income-tax laws has been defined by tlie Supreme 
Court as “the gain derived from capital, from labor, or 
from both combined, provided it be understood to include 
profit or gain from a sale or conversion of capital assets.” 
Stratton’s Independence v. Howbert, 231 U. SJ 399; Doyle 
v. Mitchell Bros., 247 IT. S. 179; Eisner v. Macomber, 252 
U. S. 189. 

I believe that there is a very grave doubt whether such a 
payment, made to replace a loss of income without any 
legal obligation to do so, falls within the constitutional pro- 
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vision. Edwards v. Cuba Railroad Co., 268 U. S. 628; 
Bowers v. Kerbaugh Empire Co., 271 U. S. 170; Rice Bur¬ 
ton & Fates v. Commissioner, 41 Fed. (2d) 339; Edward E. 
Marshall, 10 B. T. A. 1140; Sheldon Manufacturing Co., 13 
B. T. A. 1296. If this be so, two well established rules of 
construction apply: the first, that statutes are to be con¬ 
strued to avoid doubts as to constitutionality; the second, 
that taxing statutes are not to be extended to matters not 
clearly included. Having these principles in mind, it seems 
to me that a proper construction of the Transportation Act 
requires us to reach the conclusion that the amount paid 
under its terms is not subject to income tax. 

Paragraph (f) of section 209 of the Transportation Act 
provides the method by which railway operating income is 
to be computed. Subdivision (4) provides that there shall 
not be included in such computation such portion of the 
taxes paid under Title II or III of the Revenue Act of 1918 
as by the terms of such act are to be treated as levied by an 
act in amendment of Title I or II of the Revenue Act of 
1917. The effect of this provision can be understood only 
after reference to several other statutes. These we find 
quoted and analyzed in the decision in New York, Ontario 
& Western Railway Co., 1 B. T. A. 1172. The ultimate 
effect of the provision quoted is, as I understand it, as fol¬ 
lows : The operating income for the guaranty period 
109 is reduced by a 2 per cent income tax, but is not re¬ 
duced by the remainder of the income and profits tax 
imposed by the Revenue Act of 1918. The difference be¬ 
tween the amount of the guaranty and the operating reve¬ 
nue as so reduced is to be paid to the carrier. By virtue of 
this provision the Government is to repay to the carrier a 
2 per cent tax upon its operating income and the carrier is 
to bear the remainder of the tax upon its operating income. 
The Transportation Act thus expressly provides the extent 
to which taxes imposed under the Revenue Act of 1918 shall 
affect the payment to be made under the Transportation 
Act and the amount of the payment is dependent upon the 
amount of the tax. It is not reasonable to suppose that 
Congress, in thus providing that the amount of the guaranty 
payment should include a part of the tax levied under the 
Revenue Act of 1918 and should not include another part 
of the same tax, intended that such payment should again 
be reduced by paying a tax thereon under the same revenue 
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act. The provisions of the Transportation Act $nd of the 
Revenue Act of 1918 are so interwoven that thel two acts 
must be read together. When this is done a proper appli¬ 
cation of the rules of construction requires a holding that 
Congress intended the amount of the guaranty !to be re¬ 
duced by the taxes imposed by the Revenue Act of 1918 
only to the extent expressly provided in the Transportation 
Act. 

It seems to me significant that under the Federal Control 
Act (March 21, 1918) Congress, in providing foif the pay¬ 
ment of just compensation for the use of property taken 
over by the Government, inserted provisions for the taxa¬ 
tion thereof and in the Transportation Act failed to pro¬ 
vide that the payment by the Government should be tax¬ 
able, while at the same time it provided in the Transporta¬ 
tion Act for a division of the tax upon the actual operating 
income upon the same basis as was provided in the Federal 
Control Act for the tax upon all income |had Con- 

110 gress intended that the basis for taxation prescribed 
in the Federal Control Act should continue with re¬ 
spect to the payments under the Transportation Act, it 
seems reasonable to suppose it would have so provided; 
instead of which, it provided for the continuance of such 
taxation only with respect to the actual operating income. 

I am of the opinion that the Commissioner wa$ in error 
in including such payment as a part of the gross income of 
the petitioner. 

Arundell agrees with this dissent. 

i 

i 

111 United States Board of Tax Appeals. 

Docket Nos. 24887 and 42150. 

Gulf, Mobile & Northern Railroad Co., Petitioner, 

V. 

! 

Commissioner of Internal Revenue, Respondent. 

Docket Nos. 38295 and 42149. 

Jackson & Eastern Railway Company, Petitioner, 


Commissioner of Internal Revenue, Respondent. 
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Docket No. 35898. 

Meridian & Memphis Railway Co., J Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Order. 

These proceedings came on to be heard on September 
23, 1931, pursuant to respondent’s motion to modify the 
Board’s opinion in certain particulars as set out in said 
motion, and it appearing that the Board inadvertently erred 
in the statements made in the third and fourth paragraph 
of its opinion promulgated February 20, 1931, and it ap¬ 
pearing further that the errors therein made do not affect 
the final decision on the questions there involved, it is 
hereby 

Ordered and decided that said paragraph three of the 
opinion is hereby modified and amended by striking there¬ 
from the words “in those years for 1916 and 1917”, and 
that said paragraph four of the opinion is hereby modified 
and amended by striking therefrom the words “in that 
period for 1916 and 1917.” 

(Signed) CHARLES M. TRAMMELL, 

Member. 

Entered Sept. 30, 1931. 

A true copy. Teste: 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

I 7 

Clerk U. S. Board of Tax Appeals. 
112 United States Board of Tax Appeals. 

Docket Nos. 24887 and 42150. 

Gulf, Mobile & Northern Railroad Co., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 
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I 

Docket Nos. 38295 and 42149. j 

Jackson & Eastern Railway Company, Petitioner, 

7 i 7 

i 

v. 

Commissioner of Internal Revenue, Respondent. 

Docket No. 35898. 

Meridian & Memphis Railway Co., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Decision . 

These proceedings came on to be heard in Washington, 
D. C., on September 23,1931, pursuant to notice under Rule 
50 for redetermination of the deficiencies in accordance with 
the findings of fact and opinion of the Board promulgated 
February 20, 1931, as modified by order this (lav entered, 
and, it appearing that the Gulf, Mobile and Northern Rail¬ 
road Company had paid $14,161.44 of the tax for 1920 
shown to have been assessed in the deficiency jetter, and it 
further appearing that the net income of the ^eridian and 
Memphis for 1922 was $18,461.06 and that the consolidated 
net income of the Gulf, Mobile and Northern aqd the Merid¬ 
ian and Memphis Railway for 1922 was $738,^83.85, after 
deducting the 1921 consolidated net loss of $64,701.79, and 
that the total tax liability computed on such Iconsolidated 
income was $92,285.48, of which $2307.63 represents the 
liability of the Meridian and Memphis when apportioned 
according to the respective incomes of the two companies, 
and it appearing further that the Jackson & Eastern sus¬ 
tained net losses for 1921 and 1922 in the amounts of 
113 $7,068.80 and $738.10, respectively, which amounts 

are deductible in computing taxable net income for 
1923, and the parties by their attorneys having agreed and 
stipulated the deficiencies, overassessments, and overpay¬ 
ments hereinafter set out, it is hereby 

Ordered and decided that the deficiencies,! overassess¬ 
ments and overpayments of petitioners for the respective 
years are as follows: 

7—5854a 
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Gulf, Mobile & Northern Railroad Co.: 

1920 deficiency. $711.97 

1920 overassessment to be abated. 8,022.86 

1924 deficiency. 9,582.62 

1925 deficiencv. . 14,640.54 

1926 overassessment and overpayment. 505.01 

Meridian & Memphis Railway Co.: 

1922 deficiency. 2,307.63 

Jackson & Eastern Railway Co.: 

1923 overassessment and overpayment. 101.37 

1924 no deficiency. . 

1925 deficiency. 1,176.18 

1926 deficiencv. 91.72 


(Signed) CHARLES M. TRAMMELL, 

1 Member . 

Entered Sept. 30, 1931. 

A true copy. Teste: 

[Seal U. S. Board of Tax Appeals.] 

1 B. D. GAMBLE, 

Clerk U . S . Board of Tax Appeals . 

114 United States Board of Tax Appeals. 

Docket Nos. 24887 and 42150. 

Gulf, Mobile & Northern Railroad Co., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Docket Nos. 38295 and 42149. 

Jackson & Eastern Railway Company, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Docket No. 35898. 

Meridian & Memphis Railway Co., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Revised Decision . 

On motion of counsel for petitioners, agreed to by coun¬ 
sel for respondent, it is hereby 
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Ordered and decided that the decision entered September 
30, 1931, is hereby set aside and vacated and thte following 
decision entered herein: 

These proceedings came on to be heard in Washington, 
D. C., on September 23,1931, pursuant to notice under Rule 
50 for redetermination of the deficiencies in jaccordance 
with the findings of fact and opinion of the Bohrd promul¬ 
gated February 20, 1931, -as modified by orddr that day 
entered, and it appearing that the Commissioner of In¬ 
ternal Revenue in February, 1924, assessed a tax of $22,- 
896.27 against the Gulf, Mobile & Northern Railroad Com¬ 
pany for 1920, of which $14,161.44 has been paid, and that 
the correct tax liability for said year is $14,87^.41; and it 
further appearing that the net income of the Merid- * 
115 ian and Memphis Railway Company for 1922 was 
$18,461.06 and that the consolidated net; income of 
the Gulf, Mobile and Northern Railroad Company and the 
Meridian and Memphis Railway Company for 1922 was 
$738,283.85, after deducting the 1921 consolidated net loss 
of $64,701.79, and that the total tax liability computed on 
such consolidated income was $92,285.48, of which $2307.63 
represents the liability of the Meridian and Meknphis Rail¬ 
way Company when apportioned according to the respec¬ 
tive incomes of the two companies, and it appearing fur¬ 
ther that the Jackson & Eastern Railway Company sus¬ 
tained net losses for 1921 and 1922 in the Amounts of 
$7,068.80 and $738.10, respectively, which amounts are de¬ 
ductible in computing taxable net income for 1923, and the 
parties by their attorneys having agreed that the de¬ 
ficiencies, overassessments, and overpayments hereinafter 
* _ 

set out are in accordance with the Board’s findings and 
opinion, it is hereby 

Ordered and decided that the unpaid assessments to be 
collected, the deficiencies, overassessments arid overpay¬ 
ments of petitioners for the respective years ar^ as follows: 

Gulf, Mobile & Northern Railroad Co.: 


1920 Unpaid assessment to be collected. j. . $711.97 

1920 Overassessment to be abated.]. . 8,022.86 

1924 Deficiency. j. . 9,582.62 

1925 Deficiency.j.. 14,640.54 

1926 Overassessment and overpayment. 505.01 


i 


i 


i 
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Meridian & Memphis Railway Co.: 


1922 Deficiency. 2,307.63 

Jackson & Eastern Railway Co.: 

% 

1923 Overassessment and overpayment. 101.37 

1924 No deficiency. 

1925 Deficiency ..:. 1,176.18 

1926 Deficiency. 91.72 


(Signed) C. M. TRAMMELL, 

1 Member . 

Entered Nov. 7, 1931. 

A true copy. Teste: 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals . 

116 [Stamp:] Received Dec. 4, 1931, U. S. Board of 
Tax Appeals. 

[Stamp:] United States Board of Tax Appeals. Filed 
Dec. 4, 1931. 

United States Board of Tax Appeals. 

Dockets 24887 and 42150, Docket 35898, Dockets 38295 and 

42149. 

Gulf, Mobile & Northern Railway Co., Meridian & Mem¬ 
phis Railway Co., Jackson & Eastern Railway Co., Peti¬ 
tioners, 

v. 

Commissioner of Internal Revenue, Respondent. 

Motion . 

Comes now the respondent, by his attorney, C. M. Charest, 
General Counsel, Bureau of Internal Revenue, and moves 
that the Board set aside its final decision entered in these 
appeals on November 7, 1931, and that it reconsider its de¬ 
cision promulgated February 20, 1931, with respect to the 
issue involving the question of whether or not the amount 
received by the petitioner, Gulf, Mobile & Northern Rail¬ 
road Company, during the year 1920 as additional compen- 
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sation for the transportation of United Stated mails pur¬ 
suant to the award of the Interstate Commerce [Commission 
rendered in “Railway Mail Pay,” 56 I. C. C. 1, in view of 
the Board’s decision in the case of the International-Great 
Northern Railroad Company v. Commissioner of Internal 
Revenue, promulgated November 11, 1921, witji respect to 
a similar question wherein the Board specifically overruled 
its decision on this issue in the instant case. j 
(Signed) C. M. CHARISt, 

General Counsel, 
Bureau of Internal Revenue . 

Of Counsel: 

E. C. ALGIRE, 

Special Attorney, 

Bureau of Internal Revenue. j 

ECArRBI. I 

i 

117 United States Board of Tax Appeals, ^Vashington. 

Docket No-. 24887, 35898, 38295, 42149, f2150. 

Gulf, Mobile & Northern Railroad Company^ Petitioner, 

i 

i 

v. 

Commissioner of Internal Revenue, Respondent. 

* 

Jackson & Eastern Railway Company, Petitioner, 

V. 

Commissioner of Internal Revenue, Respondent. 

Meridian & Memphis Railway Company, petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Order . I 

This cause coming on to be heard upon the njotion of the 
respondent to set aside the final decision entered in these 
proceedings on November 7, 1931, and to reconsider its de¬ 
cision promulgated February 20, 1931, with respect to the 
issue involving the question whether or not th0 amount re¬ 
ceived by the petitioner Gulf, Mobile & Northern Railroad 

i 
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Company during 1920 as additional compensation for the 
transportation of United States Mails pursuant to the award 
of the Interstate Commerce Commission, and it appearing 
that the decision of the Board in this proceeding with re¬ 
spect to that issue has been overruled by a subsequent de¬ 
cision of the Board in the case of International-Great North¬ 
ern Railroad Company v. Commissioner of Internal Rev¬ 
enue, promulgated November 11, 1931, and after having 
heard the argument of counsel, and being fully advised in 
the premises, it is 

Ordered that the motion be and the same is hereby 
granted. It is 

Further ordered that the decision of the Board entered 
in these proceedings on November 7, 1931, be and the same 
is hereby modified in this respect. It is 

118 Further ordered that the additional compensation 
for the transportation of United States mails re¬ 
ceived by the Gulf, Mobile & Northern Railroad Company 
in 1920 should be included in the taxable income for that 
year. It is 

Further ordered that the amount of deficiency for 1920 
be recomputed accordingly, and that the income for 1919 
be reduced accordingly. 

(Signed) CHARLES M. TRAMMELL, 
Member United States Board of Tax Appeals. 
b. 

Entered Dec. 19, 1931. 

A true copy. Teste: 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals . 

119 United States Board of Tax Appeals, Washington. 

Docket Nos. 24887, 42150. 

Gulf, Mobile & Northern Railroad Company, Petitioner, 


v. 


Commissioner of Internal Revenue, Respondent. 
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! 

Docket Nos. 38295, 42149. 

Jackson & Eastern Railway Company, Petitioner, 

i 

v. 

I 

Commissioner of Internal Revenue, Respondent. 

i 

Docket No. 35898. j 

i 

I 

Meridian & Memphis Railway Company, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

i 

Order. 

I 

. 

Whereas, an order heretofore entered in the above-en- 
titled proceeding on December 19, 1931, wherein the previ¬ 
ous findings of fact and opinion of the Board w£re amended 
so as to include in income for 1920 certain Railway Mail pay 
over objection of counsel for the petitioner; and whereas 
counsel for petitioner objected of record anc( asked that 
the record show an exception; and whereas through inad¬ 
vertence said order did not recite the objection and ex¬ 
ception of petitioner, it is, therefore, 

Ordered: That the objection and exception ijo said order 
be made a matter of record. 

(Signed) CHARLES M. TRAMMELL, 

! Member. 

i 

i 

Dated Washington, D. C., December 21,1931.! 

A true copy. Teste: j 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tap Appeals. 
120 United States Board of Tax Appeals, jWashington. 

i 

Docket Nos. 24887, 42150. 

Gulf, Mobile & Northern Railroad Company, Petitioner, 

V * | 

Commissioner of Internal Revenue, Respondent. 


i 
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Docket Nos. 38295, 42149. 

Jackson & Eastern Railway Company, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Docket No. 35898. 

Meridian & Memphis Railway Company, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Second Revised Decision. 

Pursuant to order of the Board entered December 19, 
1931, and petitioners’ motion for settlement this day filed, 
which motion is agreed to by respondent, it is hereby 

Ordered and decided that the Revised decision entered 
November 7, 1931, is hereby set aside and vacated and the 
following decision is entered herein: 

These proceedings came on to be heard in Washington, 
D. C., on this day, pursuant to notice under Rule 50 for 
redetermination of the deficiencies in accordance with the 
findings of fact and opinion of the Board promulgated Feb¬ 
ruary 20,1931, as modified by orders entered September 30, 
1931, and December 19,1931, and it appearing that the Com¬ 
missioner of Internal Revenue in February, 1924, assessed 
a tax of $22,896.27 against the Gulf, Mobile and Northern 
Railroad Company for 1920, of which $14,161.44 has been 
paid, and that the correct tax liability for said year is $15,- 
273.41; and it further appearing that the net income 
121 of the Meridian and Memphis Railway Company for 
1922 was $18,461.06 and that the consolidated net in¬ 
come of the Gulf, Mobile and Northern Railroad Company 
and the Meridian and Memphis Railway Company for 1922 
was $738,283.85, after deducting the 1921 consolidated net 
loss of $64,701.79, and that the total tax liability computed 
on such consolidated income was $92,285.48, of which $2,- 
307.63 represents the liability of the Meridian and Mem¬ 
phis Railway Company when apportioned according to the 
respective incomes of the two companies; and it appearing 


DAVID BURNET, COMMR. OF INT. REVENUE. 105 

further that the Jackson & Eastern Railway Company sus¬ 
tained net losses for 1921 and 1922 in the amoiints of $7,- 
068.80 and $738.10, respectively, which amounts |are deduct¬ 
ible in computing taxable net income for 1923, and the par¬ 
ties by their attorneys having agreed that the deficiencies, 
overassessments, and overpayments hereinafter! set out are 
in accordance with the Board’s findings and opinion, it is 
hereby 

Ordered and decided that the unpaid assessments to be 
collected, the deficiencies, overassessments and overpay¬ 
ments of petitioners for the respective years arejas follows: 

i 

i 

Gulf, Mobile & Northern Railroad Co.: j 

1920 Unpaid assessment to be collected.! 

1920 Overassessment to be abated.j 

1924 Deficiency . j 

1925 Deficiency . 

1926 Overassessment and overpayment. 

Meridian & Memphis Railway Co.: i 

1922 Deficiency . 

Jackson & Eastern Railway Co.: | 

1923 Overassessment and overpayment. j 

1924 No deficiency. 

1925 Deficiency . 

1926 Deficiency . 

(Signed) CHARLES M. TRAMMELL, 

Member. 

Entered Jan. 25, 1932. 

A true copy. Teste: 

[Seal U. S. Board of Tax Appeals.] j 

B. D. GAMBLE, 

Clerk U. S . Board of Tax Appeals . 


$1,111.97 

7,622.86 

9,582.62 

14,640.54 

505.01 


2,307.63 


101.37 


1,176.18 
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122 [Stamp:] United States Board of Tax Appeals. 

Filed Jul. 25, 1932. 

United States Board of Tax Appeals. 

♦ 

Board of Tax Appeals Docket Nos. 24887, 42150. 

Gulf, Mobile & Northern Railroad Company, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Stipulation for Court of Review. 

It is hereby agreed and stipulated, by and between counsel 
for the respective parties, that a review of the decision and 
order of the United States Board of Tax Appeals in the 
above designated proceedings may be had before the Court 
of Appeals of the District of Columbia in accordance with 
the statutes made and provided, and regulations issued pur¬ 
suant thereto. 

(Signed) | GEO. E. H. GOODNER, 

Counsel for Petitioner. 

C. M. CHAREST, 

General Counsel, 

Bureau of Internal Revenue, 

Coimsel for Respondent. 

123 [Stamp:] United States Board of Tax Appeals. 

Filed Jul. 25, 1932. 

In the Court of Appeals of the District of Columbia. 

Board of Tax Appeals Docket Nos. 24887, 42150. 

Gulf, Mobile & Northern Railroad Company, Appellant, 

v. 

Commissioner of Internal Revenue, Appellee. 

Petition for Review of Decision of the United States Board 

of Tax Appeals. 

To the Honorable Chief Justice and the Associate Justices 
of the Court of Appeals of the District of Columbia: 

Your appellant respectfully represents to the Court: 

I. Jurisdiction. 

1. The Gulf, Mobile & Northern Railroad Company, ap¬ 
pellant, is a corporation organized January 1, 1917, under 
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the laws of the State of Alabama, and with principal office 
at 71 Conti Street, Mobile, Alabama. It succee4ed another 
company of the same name which operatedj its prop¬ 
erties as far back as 1907. Ever since organization it has 
been engaged in the operation of railroads. One of its sub¬ 
sidiary companies is the Meridian & Memphis Railway Com¬ 
pany, a corporation organized under the laws of the State of 
Mississippi in 1911. 

2. Appellee is the duly appointed, qualified land acting 
Commissioner of Internal Revenue of the Unite4 States. 

3. Appellant heretofore appealed to the United States 
Board of Tax Appeals from letter of the Comiqissioner of 
Internal Revenue dated January 6, 1927, whereih the latter 
notified appellant of a proposed assessment against it of 
$14,731.74, representing alleged unpaid income tgxes for the 
vear 1920; also letter from said Commissioner! dated No- 

vember 6, 1928 notifying appellant of a proposed as- 
124 sessment against it of $27,056.23, representing al¬ 
leged unpaid income taxes for the years 1924, 1925 
and 1926. Said proceedings were given Docket jNos. 24887 
and 42150 respectively by the Board. 

On February 20. 1931 the Board promulgated its Find¬ 
ings of Fact and Opinion, as modified by Orders entered 
September 30, 1931 and December 19,1931, and qn January 
25, 1932 entered its final Decision wherein it held that ap¬ 
pellant’s correct tax liability for 1920 was $1^,273.41, of 
which $14,161.44 has been paid, leaving the sum qf $1,111.97 
as an unpaid assessment for the said year, apd further 
entered that there was a deficiency for 1924 of $9,582.62, a 
deficiency for 1925 of $14,640.54 and an over^ssessment 
and overpayment for 1926 of $505.01. 

4. Appellant desires a review by this Court of the Board’s 

findings, opinion and decision on the issues as set out below 
and brings this action under the provisions of Sebtion 1001, 
1002 and 1003, of the Revenue Act of 1926, as ajnended by 
Section 603 of the Revenue Act of 1928. j 

j 

II. Nature of the Controversv. 

1. From prior to December 31, 1917 to date, the Gulf, 
Mobile and Northern Railroad Company ownbd all the 
stock of the Meridian & Memphis Railway Comjpany, and 
the two companies "were affiliated for income tax purposes 
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throughout the years involved in this proceeding. Consoli¬ 
dated returns were filed for the years 1920 to 1926 inclusive. 

2. Appellant’s railroad and equipment were taken over 
by the President of the United States, and were under con¬ 
trol of the Director General of Railroads throughout the 
period from January 1, 1918 to February 29, 1920, inclu¬ 
sive. They were turned back to appellant at midnight on 
February 29, 1920, under the terms of Section 209 of the 
Transportation Act of 1920. 

There was no written “standard agreement” between 
appellant and the Government in respect to Federal Con¬ 
trol of its properties. After appellant’s properties were 
returned to it on February 29, 1920, appellant and the 
Director General made a final settlement, as a result of 
which appellant paid to the Director General the sum of 
$100,000.00, which was in full of all charges against ap¬ 
pellant. 

Among the properties taken over by the President on 
December 31,1917, were material and supplies which 
125 had cost appellant $286,664.26. The Director Gen¬ 
eral turned back to appellant at the end of the con¬ 
trol period material and supplies, the cost to him and the 
value of which was $275,912.03. In the aforesaid final set¬ 
tlement, petitioner was allowed the sum of $61,314.18 on its 
claim that the inventory of material and supplies turned 
back to it by the Director General was not equal in kind, 
grade and quality to the inventory of material and supplies 
which it turned over at the beginning of the period. 

In computing the appellant’s net income for 1920 ap¬ 
pellee has included therein the sum of $50,561.95, arrived 
at by taking from the sum of the inventory of material and 
supplies turned back plus the amount allowed appellant in 
the final settlement, the amount of the original inventory. 

When the President took over appellant’s properties as 
of December 31, 1917, an entry was made on appellant’s 
books charging the United States with $286,664.26, the cost 
of material and supplies. This entry stood until after the 
final settlement with the Director General, when it was 
cleared in 1920, with all the other accounts entered into 
said settlement, through the profit and loss account. This 
charge to the United States was not an account receivable, 
but was a memorandum charge, because appellant expected 
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7 

i 

to have the material and supplies returned in l^ind, grade, 
and quality as the law provided. 

Appellant contends that such transaction does not give 
rise to taxable income, because there was no s4le or other 
disposition of property to the United States and that which 
was received was not more than sufficient to m$ke it whole 
against the differences resulting from government control 
and operation of the properties. 

3. In 1920 the Postmaster General paid to appellant the 
sum of $15,706.62 as additional compensation for carrying 
the mails in 1916 and 1917, under order of thO Interstate 
Commerce Commission, Case No. 9200. Appellee has in¬ 
cluded $4,000.00 of this amount in 1920 incomO as deter¬ 
mined by him. Appellant keeps its books on the accrual 
basis and contends that no part of said compensation for 
1916 and 1917 constituted taxable income in 19^0. 

4. Prom 1913 to 1916, inclusive, appellant’s Isubsidiary, 
the Meridian & Memphis Railway Company sold its bonds 
at a discount, and under the Interstate Commerce Commis¬ 
sion rules it set up on its books the amount of the discount 
as a deferred charge to be amortized over the remaining 
life of the bonds. It has consistently written off each year 
the applicable part of said discount, and in the jrears 1924, 

1925 and 1926 it wrote off $4,585.32 in each year, and 
126 that amount was claimed as a deduction in the con¬ 
solidated tax returns for those years. 

Appellee has disallowed the deduction on the ground that 
the bonds are intercompany obligations. Appellant con¬ 
tends that the deduction of the bond discount H not an in¬ 
tercompany transaction. The discount was & deferred 
charge incurred and entered on the books of thh Meridian 
& Memphis Railway Co. before it became affiliated with the 
Gulf, Mobile & Northern Railroad Co., and before the 
latter acquired its bonds, and therefore is a prbper deduc¬ 
tion in computing income. 

i 

III. Assignments of Error. 

Petitioner as a basis for review makes the following as- 

t o 

signments of error: 

1. The Board of Tax Appeals erred in sustaining appel¬ 
lee’s determination that there was a gain of $5p,561.95 as 
the amount returned to appellant for material apd supplies 
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at the end of the Federal Control period, in excess of the 
amount of material and supplies taken over by the Director 
General at the beginning- of the Federal Control period, the 
Board having failed to find that there was any evidence 
upon which it could base a conclusion as to the actual gain. 

2. The Board of Tax Appeals erred in holding in its 
order dated December 19, 1931, that the additional compen¬ 
sation for the transportation of United States mails re¬ 
ceived by appellant in 1920, should be included in taxable 
income for that year. 

3. The Board of Tax Appeals erred in holding that 
appellee correctly disallowed as a deduction the Meridian 
& Memphis Railway Co. bond discount of $4,585.32 for each 
of the years 1924, 1925 and 1926, in computing the consoli¬ 
dated net income of appellant and its subsidiary for those 
years. 

4. The Board of Tax Appeals erred in determining that 
there was an unpaid assessment of $1,111.97 to be collected 
for the vear 1920. 

5. The Board of Tax Appeals erred in its determination 
of the amount of deficiencies for the years 1924 and 1925, 
and in its determination of the amount of the overassess¬ 
ment and overpayment for the year 1926. 

127 Wherefore Appellant prays that this Honorable 
Court will review the said findings, opinion and deci¬ 
sion of the Board of Tax Appeals, and reverse and set 
aside same insofar as the aforesaid assignments of error 
apply, and therein find for appellant, and grant such other 
and further relief as appellant may be entitled to or which 
to the Court may seem equitable and proper, including 
judgment for costs in this case. 

! GEO. E. H. GOODNER, 

Attorney for Appellant . 

Address: Munsev Building, Washington, D. C. 

JOSEPHUS C. TRIMBLE, 

Of Counsel . 


District of Columbia, ss: 

Josephus C. Trimble, being duly sworn, deposes and says 
that he is one of the attorneys for appellant; that he knows 
the contents of the foregoing petition; that to the best of 
his knowledge and belief the statements therein are true, 
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and that the assignments of error are well tafcfen and in¬ 
tended to be argued. 

JOSEPHUS C. TRIMBLE. 

Subscribed and sworn to before me this 25th <^av of July 
1932. 

(Signed) NELL V. PRICE, j [seal.] 

Notary Public. 

My commission expires 5/18/36. 

128 [Stamp:] United States Board of Tak Appeals. 
Lodged Oct. 18, 1932. 

[Stamp:] United States Board of Tax Appeals, Filed 
Oct. 20,1932. 

United States Board of Tax Appeals.! 

j 

Docket Nos. 24887 and 42150. I 

i 

i 

Gulf, Mobile & Northern Railroad Company, Petitioner, 

! 

v. ! 

i 

. 

Commissioner of Internal Revenue, Respondent. 

| 

Statement of Evidence. i 

I 

The following is a statement of evidence ini narrative 
form in the above-entitled cause. This cause came on for 
hearing before the Honorable Charles M. Trammel, Mem¬ 
ber of the United States Board of Tax Appeals, <^n April 2, 
1930. George E. H. Goodner and Walter K. Smith ap¬ 
peared for the petitioner, and C. M. Charest, General Coun¬ 
sel, Bureau of Internal Revenue, appeared for the re¬ 
spondent. 

Counsel for the petitioner moved that the appeals of the 
Gulf, Mobile & Northern Railroad Company, Dockets No. 
24887, and 42150, the appeal of Meridian & Memjphis Rail¬ 
way Company, Docket No. 35898, and the appeals of Jack- 
son & Eastern Railway Company, Dockets Nos. 38295 and 
42149, be consolidated for hearing. No objection was 
offered to this motion by counsel for respondent and the 
motion was granted by the Board. j 

The parties thereupon stipulated that petitioner and the 
other corporations involved in the consolidated proceeding 


112 GULF, MOBILE & NORTHERN RAILROAD CO. YS. 

kept books and rendered income tax returns on the accrual 
basis of accounting. 

129 Mr. P. M. Hicks, a witness on behalf of Petitioner, 
testified on Direct Examination as follows: 

My name is F. M. Hicks. I am 36 years old, and reside at 
Mobile, Alabama. I am Vice President of the Gulf, Mobile 
& Northern Railroad Company and have been such since 
1925. I came to the Gulf, Mobile & Northern Railroad 
Company in March, 1919, as Corporate Auditor, which 
position I held until the end of Federal Control when I was 
made Comptroller. I held that position until July 1, 1923, 
when I w^as made Traffic Manager and then followed on in 
the position of Vice President. During the period 1920, 
1921 and 1922 I had direction of the filing of income tax 
returns. These returns were filed with the Collector of In¬ 
ternal Revenue at Birmingham, Alabama. The returns of 
the Meridian & Memphis Railway Company were filed at 
the same place. 

I participated in the settlement with the Director-General 
of the Railroads for the Federal Control Period and am 
familiar with the claims made by our railroad company and 
how the settlement was brought about. 

I know how the amount of $50,561.95 on account of mate¬ 
rial and supplies was arrived at. An inventory was made 
at December 31, 1917. Another inventory as of the end of 
Federal Control, February 29, 1920. The difference in the 
units of material were accounted for, the shortages and the 
overages, and then the shortage was made good by the 
Director-General in cash using the same price for each 
inventory. The price prevailing at the end of the Federal 
Control period February 29, 1920 was used for each inven¬ 
tory. The price of the inventory at the beginning of the 
period was raised to the price at the close of the period. 

The Director-General took over from the Gulf, Mobile & 
Northern Railroad Company on December 31, 1917, $283,- 
165.02 worth of material. 

There is no connection between the amount of material 
and supplies received by the Director-General at the be¬ 
ginning of Federal Control and the built-up book value or 
book cost on material and supplies turned back to the 
corporation on February 29, 1920. During the settlement 
with the Director-General an allowance was made to the 
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Gulf, Mobile & Northern Railroad Company and to the 
Meridian & Memphis Railway Company in the amount of 
$61,314.18, representing the difference in the yalue of the 
units of material turned over to him and rdceived back 
from him, using the same price in each calculation. 
130 The Gulf, Mobile & Northern Railroad was pe¬ 
culiarly situated during Federal Control in that at 
the beginning of Federal Control it had on laand a large 
amount of construction material which the Direbtor-General 
used in completing the Blodgett Branch and [the Jackson 
Extension. This material was charged to the | corporation 
through additions and betterments made by the Director- 
General. That material could not have been oh hand at the 
end of Federal Control. 

Another peculiar circumstance was that the teulf, Mobile 
& Northern Railroad Company was in a lumber territory 
and the regional director under the instructions of the 
Director-General purchased lumber and ties which were 
not according to the Gulf, Mobile & Northern Railroad 
standards and which, during Federal Control, it was his 
practice to ship to various other railroads i^ the United 
States especially to the East, the Pennsylvania Railroad 
and other lines. | 

A great deal of this material, especially ties and car 
material, was on hand at the end of Federal Control and 
the Director-General had the Gulf, Mobile & Northern Rail¬ 
road Company take it over. Those items entered into the 
calculation of $61,314.18. In other words, tl^e Director- 
General took over material of one kind and turned back 
material of another kind. He did not turn back unit for 

i _ 

unit and that $61,314.18 does not represent the difference 
in cost of materials taken over and materials returned. 
It is a difference of value according to units tjumed back. 
There was not so much difference between the amount 
claimed and the amount allowed. We claimed $63,330.07 
and were allowed $61,314.18 which was just a niathematical 
calculation. | 

The claim which we made on the Director-General was 
not the difference between the cost and the market value 
of the material turned back. The amount claimed and the 
amount allowed by the Director-General was the difference 


N 
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in the number of units taken over by the Director-General 
and the number of units of material returned by the Di¬ 
rector-General, at the same price for the same units of 
material in each instance. 

If the Director-General took over 1000 ties in 1917 and 
returned to us 2000 ties in 1920, we allowed the Director- 
General 1000 ties. The difference between the price (I do 
not remember what the price was) at the current market 
price as of February 29, 1920. 

If we had 100 rails in 1917 and the Director-General 
returned 50, the Director-General accounted to the Gulf, 
Mobile & Northern Railroad Company for the shortage of 
rails at the 1920 price. 

131 We accounted for all items in that manner. The 
accounting involved a detailed statement of each item 
of material and supplies involved. When we got through the 
difference between the debits and credits, we will call it, 
was the amount we finally arrived at to make the adjust¬ 
ments. 

If we had 100 rails in 1917 taken over by the Director- 
General and he returned 100 rails to us, there would be no 
adjustment either way. 

Prior to federal control, the Gulf, Mobile and Northern 
Railroad Company had undertaken to build the Blodgett 
branch from McClean to Pieve, Mississippi, a distance of 
25 miles approximately. It also projected the line, an ex¬ 
tension of the line, 40 miles in length from Middleton, Ten¬ 
nessee, to Jackson, Tennessee. 

The Blodgett branch was put in operation in 1918. The 
Jackson extension, Jackson, Tennessee, was put in op¬ 
eration September 1, 1919. 

On cross-examination witness testified as follows: 

The cost of material and supplies turned over to the 
director general by the Gulf, Mobile & Northern Railroad 
Company and the Meridian & Memphis Railway Company 
was in the aggregate $286,664.26. That figure of $286,- 
664.26 was the amount charged to the director general when 
the properties were taken over by him as the amount due 
from him on account of these materials and supplies. It 
represented the cost of the material and supplies carried on 
the books at that time. The amount was never changed 
on the Company’s books until final settlement and that was 
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the amount finally closed out in our closing journal entry 
in 1920. 

132 The journal entry shows that the amount of $286,- 
664.26 was carried as an account receivable from the 

director general from the date the properties were taken 
over January 1, 1918, to the date of final settlement. The 
journal entry is dated September, 1920, which is the ap¬ 
proximate date of the final settlement. 

According to the journal entry the amount of $275,- 
912.03 was taken up on our books on March 1, 1920, as the 
inventory of material and supplies returned by the director 
general. That is the amount alleged in the petition as being 
the value of material and supplies returned by the director 
general on March 1, 1920. 

Then the following questions and answers to^k place: 

“Mr. Algire, Attorney for respondent: 

Q. Now does that inventory of material and supplies 
taken up on the books on March 1, 1920, were used, were 
charged at those figures, were they not, to operating ex¬ 
penses? A. Yes. The figures taken up on our! books as of 
March 1, 1920, were the basis of the charge outs due to 
operating expenses. Some of that may be in stock. 

Q. When it is used up it is charged up at that price? 
A. Yes, at that price. It is built up cost pr^ce. 

Q. Now this allowance of $61,314.18, by the director gen¬ 
eral for the shortage, was used, I presume, in acquiring 
material and supplies as you needed them, was it not? A. 
Well, not altogether. It may have been used-H— 

Q. I do not mean the dollars were earmarked, but you 
could have expended the amount. A. That is the theory 
that you would go out and buy goods and make goods a 
shortage. 

133 Q. You actually received the money or property of 
the full value? A. We received money| a value in 

lump sum settlement which was reached. 

Q. What did you testify as to the amount claimed for ma¬ 
terial and supplies from the director general? A. Ac¬ 
cording to the memorandum I made at that time, $63,330.07. 

Q. What does that show as the date of your claim against 
director general. A. That was made as of September 19, 
1920. 
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Q. I have here a memorandum which purports to be a 
memorandum setting forth the original claim of the com¬ 
pany and that shows a claim for materials and supplies of 
$91,259.73. Does that refresh your memory in any way re¬ 
garding your claim as filed ? By the way, do you have your 
actual claim filed! A. We have a copy of the inventory. 

Q. I mean copy of the claim filed with the director gen¬ 
eral? A. No, we have not a copy of the claim. The way we 
arranged that, we made up an inventory. 

Q. You testified to that? A. I do not remember the fig¬ 
ures. I did not make this up. 

By Mr. Goodlier: Is this a combined figure. 

A. It says so, but I do not know where the statement came 
from. 

Q. The witness is testifying from the figures of the Gulf, 
Mobile & Northern. 

Mr. Algire: No, he has been testifying to both consoli¬ 
dated. 

The Witness: Yes, all the way through. 

By Mr. Algire: 

Q. All the way through he testified after that first time 
there. You say you do not have a copy of your claim? A. 
We have a copy of the inventory before adjustments were 
made, and an agreement reached with the—I forget the 
man’s name in charge of the department of material and 
supplies with the Administration. We made no formal 
claim. We submitted an inventory and went to Washington 
and sat down with the director of material and supplies and 
worked out what the value of the shortage in units 
was. 

134 Q. Didn’t you file a formal claim after federal con¬ 
trol with the director general? A. We filed an 
inventory. 

Q. What do you mean by inventory. A. Inventory, a 
comparison of the material and supplies on hand December 
31,1917, as compared with the material received back. 

Q. What I mean is you claimed other items besides ma¬ 
terial and supplies, didn’t you set up a formal claim and 
file it with the director general? A. Let me look over my 

file and I will tell vou whether I did or not? 

* 
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On June 15, 1920, we wrote the director general of rail¬ 
roads as to the Meridian & Memphis as follows: 

i 

‘Attached hereto is a statement with supporting papers 
reflecting status of account between the Meridian & Mem¬ 
phis Railway Company and the United States Railroad Ad¬ 
ministration, showing a balance due the Company of 
$24,124.78. As we are desirous of making an parly settle¬ 
ment we would appreciate your having this j matter ex¬ 
pedited as much as possible.’ I 

Q. Do you have the statement attached to that? A. Yes. 

Q. What does that statement show you weire claiming 
with respect to material and supplies ? A. As to the Merid¬ 
ian & Memphis Railway Company we showed we owed the 
government $1,040.17. 

Q. Do you have a similar statement for the Gulf, Mobile 
& Northern Railroad Company? A. Yes. I 

Q. It is not necessary to read the letter. There is 
the status of the account. 

Q. What did you claim due on material and supplies in 
that statement attached to a letter addressed to the director 
general on July 15, 1920? A. That statement showed a 
deficiency in material and supplies of $92,299.9(K 

Q. In other words, you were claiming at that time from 
the director general the difference between $92,299.90 
135 and this figure you just testified to of $l|040.17. A. 

I would not sav we were claiming that. This letter 
of transmittal does not show that. 

Q. At that point that is what you stated the government 
owed you? A. That was a starting point for Negotiations 
to reach the settlement. 

Q. That was not a final settlement. A. No. j 

Q. This is what you were contending for at j that time ? 
A. That was the figure before we had any conference at 
any time with a representative of the director general. 

Q. That was before you had a conference? A. Yes. 

Q. Will you state what the net amount of th^t. was, tak¬ 
ing the amount claimed on behalf of the Gulf, Mobile, and 
Northern, and deducting the amount which you admitted 
you owed on the Meridian & Memphis. A. $91,258.73. 

Q. Now in testifying on direct examination that you had 
arrived at this $61,000 allowance by some method of pricing 
the 1918 inventory, that is, the inventory of January 1, 
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1918, at March 1, 1920, prices—Will you state to the 
Board just how you arrived at that figure which was al¬ 
lowed of $61,314.18. A. That was the difference- 

Q. State it in figures. I do not want a general statement. 
I want you to testify what figures you used? A. I do not 
have a summary of the inventory after the adjustment was 
made. I do have here a summary of inventory before the 
adjustments were made. 

Q. The inventory—which inventory are you speaking 
about? A. The December 31, 1917, as compared with the 
February 29,1920. 

Q. Now those figures which you have as of December 31, 
1917, what do you show there as the inventory on that date? 
A. For the Meridian & Memphis it was $5,029.45. For the 
Gulf, Mobile and Northern Railroad Company, 
136 $253,393.01. 

Q. What is the sum of the two? A. $258,422.46. 

Q. What does that represent? A. I will tell you. We 
have our storekeeper here who has the figures available. 
As to the detail I wish you would ask him what they repre¬ 
sent. I do not carry through the calculations itself. You 
can put him on the stand. 

Q. It is a fact you do not know how the figure was actu¬ 
ally arrived at? A.. I do know the principle involved in 
arriving at the figure. 

Q. But you can’t testify as to the actual figures? A. 
No, because I have not them here, but they are available.” 

On re-direct examination witness testified as follows: 

The amount which was on the books of petitioner’s De¬ 
cember 31, 1917, representing the cost of material and sup¬ 
plies which were turned over to the Director-General was 
charged on the books to an account styled “United States 
Government, Material and Supplies, December 31, 1917.” 
That account was cleared through profit and loss in the en¬ 
try following final settlement. That figure represented the 
built-up total cost of materials on hand January 1, 1918. 
It represented an asset of the railroad. We expected to 
get material back in kind or some other form for it. 

On re-cross examination witness testified as follows: 

When I speak of built-up cost I mean actual cost to the 
corporation of an asset of the corporation. It was not an 
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account receivable. It was an asset as much a^ part of our 
main line. We had not parted with it any mdre than any 
other part of the line. The Director General could have 
destroyed the whole property and only returned the equiva¬ 
lent in cash. 

When we received the amount of $61,314.18 from the 
Director-General for material and supplies we did 
137 not set this amount up in any reserve on our books. 

Any of that amount which was expended !for material 
and supplies was charged into the inventory or material 
and supplies at whatever they cost and when those ma¬ 
terials and supplies were charged out they were charged out 
at the cost to us at that time. ! 


The Meridian & Memphis Railway Company bonds were 
pledged as collateral for some collateral trust notes of 
the Equitable Loan & Mortgage Company at the time we 
bought the stock of the Meridian & Memphis Railway Com¬ 
pany. When we paid oft the collateral trust jaotes at the 
end of Federal Control through the War Finance Corpo¬ 
ration we came into possession of the Meridian! & Memphis 
bonds. | 

We might have paid off the collateral trust notes at the 
time we bought the stock and took part possession of the 
bonds concurrently with the possession of the stock but 
we did not do that. The collateral trust notes matured dur¬ 
ing Federal Control and the War Finance Corporation took 
them up for us and we came into possession of the bonds 
after the end of Federal Control. 


Mr. R. E. DeNeefe, a witness on behalf of Petitioner, 
testified on Direct Examination: j 

My name is R. E. DeNeefe. I reside in Mobile, Alabama, 
and am Comptroller of the Gulf, Mobile & Northern Rail¬ 
road Company. As such I have supervision qver all the 
accounting departments of the Company. I am familiar 
with the transaction involving the charge off b^ the Merid¬ 
ian & Memphis Railway Company of bonds discount in 
the amount of $4,585.32 in each of the years 192j£, 1925, and 
1926. 

Bonds of the Meridian & Memphis Railwa^ Company 
were sold from 1913 at various dates down through 1916. 
They had an authorized—their mortgage authorized an is- 
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suance of $800,000 worth of five percent gold bonds. They 
actually issued $675,000 of bonds, disposed of those between 
the years 1913 and 1916 at a discount of something like 
$131,000.00. Those bonds were sold by the Meridian & 
Memphis to the Equitable Loan & Mortgage Company of 
Mobile, as I said before between 1913 and 1916. 

In the latter part of 1917 and the early part of 1918 the 
Gulf, Mobile & Northern Bailroad Company made purchase 
of those bonds from the Equitable Loan & Mortgage Com¬ 
pany, not the Meridian & Memphis. The bonds were 
bought there for something like $636,000. The deal was 
made effective and consummated as of January, 1918. 

Under the rules of the Interstate Commerce Commission 
the discount would have to be spread over the life of the 
bonds. The bonds were issued as of January 1,1913, 
138 thirtv vear bonds, so that we would amortize each 
vear one-thirtieth of the total discount. That was 
done by the old Meridian & Memphis Railway Company on 
its books, and was continued after the Gulf, Mobile & North¬ 
ern Bailroad Company took over the bookkeeping of the 
Meridian & Memphis. 

These items for these three years in question represented 
the amortization of that discount. 

On cross-examination witness testified as follows: 

I am not qualified to answer the question whether the 
Gulf, Mobile & Northern Railroad Company and the Merid¬ 
ian & Memphis Railway Company were affiliated at the 
time the former bought the bonds of the latter. Those 
bonds were purchased in 1918 and I have stated what our 
records show as to .the discount on those bonds. Those 
records are here in Court and can be verified. 

The Gulf, Mobile & Northern Railroad Company did not 
own the stock on the date the bonds were acquired. It 
acquired the stock and bonds simultaneously as I under¬ 
stand it. Probably Mr. Hicks can answer that. 

The corporations were affiliated during the years on ap¬ 
peal and during the years in which we are claiming a de¬ 
duction for the discount. 

Mr. G. H. Therrell, a witness on behalf of Petitioner, 
testified on Direct Examination as follows: 

My name is G. H. Therrell. I reside at Whistler, Ala¬ 
bama. I am connected with the Gulf, Mobile & Northern 
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Railroad Company as General Storekeeper. As such my 
duties are ordering and receiving all of the mjaterial used 
and accounting for same. I have been in this position 
since June 17, 1917. I am familiar with the character and 
grade of the materials and supplies carried m the store 
house of the Gulf, Mobile & Northern Railroad Company 
and was familiar with them during the period December 31, 
1917 to the termination of Federal Control. 

In a number of cases the material was found inferior to 
the material turned over to the Director General in 1917. 
Specific instances are air brake material, repair parts of 
air brakes, bolts, washers, nuts, tool steel. Mo^t all classes 
of rubber goods, ties, and a majority of timbeif. 

I had nothing to do with the buying during the Federal 
Control period. I merely did the ordering. 

On cross-examination witness testified as follows: 

During the Federal Control Period the Railroad 
139 the Railroad Corporation did no buying, j 


Mr. B. H. Gray, a witness on behalf of Petitioner, testi¬ 
fied as follows: 


My name is B. H. Gray. I reside in Mobile, Alabama. 
My business is Superintendent of Motive Poiver for the 
Gulf, Mobile & Northern Railroad Company. I have been 
in the railroad business about 42 vears and wi|th the Gulf, 
Mobile & Northern Railroad Company since th£ latter part 
of 1907. That was the predecessor corporation to the 
present Gulf, Mobile and Northern Railroad Company. 

I am familiar with the material and supplies for loco¬ 
motives and rolling stock which the Company had at the 
end of 1917 and the grade and quality of them. I am 
familiar with the grade of supplies that the Company re¬ 
ceived back at the end of Federal Control. They compared 
very poorly. 

During the test period or up until the railroads were 
taken over by the administration the manufacturing of 
material was exceptionally good because there was very 
little demand for material. During the years| of Federal 
Control and more so toward the end of the coiitrol period, 
as is generally known, the manufacturing condition was 
very poor indeed, so much so that some of the material we 
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received we could not use. Other we used but at a con¬ 
siderable loss to the railroad. The situation was true as 
stated by Mr. Therrell. 

I mean to say that the inventory of material and sup¬ 
plies received back from the Director General was inferior 
in quality to the inventory which he received from the rail¬ 
road. There was considerable of the inventory of mate¬ 
rial and supplies which was received back by the railroad 
that we were not able to use and that became a loss to the 
railroad company. 

On cross-examination witness testified as follows: 

I testified only to such materials and supplies as were 
used for motive power, freight cars, passenger cars, etc. 
and some of the machinery. My testimony would not ap¬ 
ply to road-way or track. 

Counsel for the respective parties then stipulated and 
agreed that the amount of $4,000.00 in question in respect 
to back mail pay was received in 1920 under order of the 
Interstate Commerce Commission, case #9200, involving 
railway mail pay. 

140 The foregoing is a true and correct statement of 
all the proceedings which took place and of all the 
evidence which was offered at the hearing before the Board 
of Tax Appeals on April 2, 1930, which are material to the 
issues novr raised in the petition for review by the Court of 
Appeals, District of Columbia, filed by the Gulf, Mobile & 
Northern Railroad Company. 

GEO. E. H. GOODNER, 

Counsel for Petitioner. 

Address: Munsey Building, Washington, D. C. 

I have no objection to the foregoing statement. 

C. M. CHAREST, 

General Counsel, 

Bureau of Internal Revenue, 

Counsel for Respondent. 

Approved and settled this 20th day of October, 1932. 

C. M. TRAMMELL, 
Member U. S. Board of Tax Appeals. 
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United States Board of Tax Appeals. 

i 

; 

Dockets No-. 24887 and 42150. ! 

i 

I 

Gulf, Mobile & Northern Railroad Compani|, Petitioner, 

v. 

. 

i 

Commissioner of Internal Revenue, Respondent. 

i 

Prcecipe. 

i 

To Mr. B. D. Gamble, Clerk of the U. S. Board of Tax Ap¬ 
peals : 

! 

Will you please include in the transcript of record for 
the Court of Appeals, District of Columbia, the following: 

1. The docket entries of proceedings before the Board. 

2. The pleadings before the Board which shbuld include 

the following: j 

a. Petition No. 24887 filed March 3, 1927. j 

b. Answer filed June 22, 1927. j 

c. Amended answer filed March 8, 1930. 

d. Amended petition filed April 2, 1930. 

e. Answer to amended petition dictated orally at the 
hearing on April 2, 1930 (copy from pages 7il4 of tran¬ 
script attached hereto). 

f. Petitioner’s reply to answer to amended petition dic¬ 
tated orally at the hearing on April 2, 1930 (copy from 
pages 14-16 of transcript attached hereto). 

g. Petition No. 42150 filed December 31, 1928i 

h. Answer to 42150 filed-,-. 

3. The findings of fact and opinion of the Board pro¬ 
mulgated February 20, 1931. 

4. The Board’s decision entered Sept. 30, 1931. 

5. The Board’s revised decision entered Nov.| 7, 1931. 

6. Respondent’s motion filed Dec. 4, 1931. 

7. Board’s order entered December 19, 1931. 

8. Board’s order entered Dec. 21, 1931.i 

142 9. Board’s second revised decision entered Jan. 

25, 1932. ! 
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10. The stipulation as to the court of review. 

11. The petition for review. 

12. The statement of evidence. 

13. This praecipe. 

Respectfully, 

I GEO. E. H. GOODNER, 

GEO. E. H. GOODNER, 
Attorney for Petitioner. 

Address: Munsey Building, Washington, D. C. 

Service of copy of above praecipe on me this 18th day of 
October, 1932, accepted. 

C. M. CHAREST, 

General Counsel , 

Bureau of Internal Revenue , 

Attorney for Respondent . 

143 United States Board of Tax Appeals, Washington. 

Docket Nos. 24887 and 42150. 

Gulf, Mobile & Northern Railroad Co., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Certificate. 

I, B. D. Gamble, clerk of the U. S. Board of Tax Ap¬ 
peals, do hereby certify that the foregoing pages, 1 to 142, 
inclusive, contain and are a true copy of the transcript of 
record, papers, and proceedings on file and of record in 
my office as called fot by the Praecipe in the appeal (or 
appeals) as above numbered and entitled. 

In testimony whereof, I hereunto set my hand and affix 
the seal of the United States Board of Tax Appeals, at 
Washington, in the District of Columbia, this 17th day of 
November, 1932. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk United States Board of Tax Appeals . 
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144 United States Board of Tax Appeals. 

Docket Nos. 24887-42150. | 

I 

I 

Gulf, Mobile & Northern Railroad Company^ Petitioner, 

V ‘ I 

Commissioner of Internal Revenue, Respondent. 

| 

Order Enlarging Time . 

Upon motion of counsel for petitioner, it is 
Ordered that the time for preparation of the evidence 
and for transmission and delivery of the record sur pe¬ 
tition for review of the above entitled proceeding in the 
Court of Appeals of the District of Columbia pe and it is 
hereby extended to October 23, 1932. 

i 

[Seal U. S. Board of Tax Appeals.] 

(Signed) LOGAN MORRIS, 

| Member . 

Dated Washington, D. C., September 19, 1932. 

145 United States Board of Tax Appeals. 

i 

i 

Docket Nos. 24887 and 42150. 

Gulf, Mobile & Northern Railroad Co., Petitioner, 

vs. s 

Commissioner of Internal Revenue, Respondent. 

Order Enlarging Time . 

For cause appearing of record, it is 
Ordered that the time for transmission and delivery of 
the record svr petition for review of the above entitled pro- 
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ceeding in the Court of Appeals for the District of Co¬ 
lumbia, be and it is hereby extended to November 30, 1932. 

[Seal U. S. Board of Tax Appeals.] 

(Signed) LOGAN MORRIS, 

1 Member . 

Dated Washington, D. C., Oct. 21, 1932. 

id. 

Endorsed on cover: Board of Tax Appeals. No. 5854. 
Gulf, Mobile & Northern Railroad Co., appellant, vs. David 
Burnet, Commissioner of Internal Revenue. Court of Ap¬ 
peals, District of Columbia. Filed Nov. 22,1932. Henry W. 
Hodges, Clerk. 


(2768) 


% 









/»» fryfggPwm. 

District of 


Columbia 

. . ■ . i ■' " ■ -. 

October Teem, 1932 


-•V* ^ 

. • . -• .»/ • 7 . • 

’■ • 

- 7 


Get T. Helvebing, Commissioner of Internal 

Revenue, petitioner • ' 

. • ■ 1 i- ••••>* \ • • ■ ' ;■ 

V. 


Gulf, 

ki •. 7 




RESPONDENT 


Gulf, Mobile & Northern Railroad -Co., 

PETITIONER 

■_ ' ' ' . *?> rf ■ - ' 


Gut T. Helvering, Commissioner of Internal 

Revenue, respondent 


OS PETIT loss FOR REVIEW OF DECISION OF THE UNITED ■ IpA 


STATES BOARD OF TAX APPEALS A 

- ■ ■ - . 


. * - 1 , 
*K’ 

< ’ 


BRIEF FOR THE COMMISSIONER OF INTERNAL REVENUE 


' , . . - ■ . f . ' '' • ; 

; . . . . » ' • 

_________ 

. SEWAXL KEY, 

MORTON K. ROTHSCHILD, . ' 

' • ' • . - * 

Special Assistants to the Attorney General. 

E. BARRETT FRETTYBCAN, 

General Counsel , Bureau of Internal Revenue, .V \ % « 

E. C. AliGIRE, 

■ i . • ■ - . - ■ 

•' Special Attorney, Bureau of Internal Revenue , . - :\\7\ ' . "■ -V 

. • _ r • ... . . 


Of Counsel. .7 












INDEX 


Page 


Opinion below_i_ 1 

Jurisdiction__—.—..j_ 2 

Questions presented_j_ 3 

Statutes and regulations involved_[_ 4 

Statement_ j. - 4 

Specification of errors to be urged_j._ 4 

Summary of argument_i_ 5 

Argument: 


I. Where a taxpayer, on the accrual basis, received in 
1S20 under the provisions of the Federal Control Act 
$75,000 representing compensation in excess bf the 
“standard return”, the liability for which wsis not 
determined and the amount of which was not fixed 

i 

until the year 1920, the sum of $75,000 accriied as 

income in the year 1920_!. 9 

II. Where a taxpayer, on the accrual basis, received under 
the provisions of the Federal Control Act interest 
upon the cost of additions and betterments made by 
the taxpayer while the property was under Fjederal 
control, the liability for which was not questioned 
but the rate of wdiich was not fixed or determined 
prior to 1920, the amount of such interest accrued as 
income in the year 1920_ j _ 19 

III. The taxpayer, having failed to proceed immediately to 

replace the property or to establish a replacement 
fund, realized taxable income in the amount of 
$50,561.95 as the result of the inventory adjustment 
in the final settlement with the Director General 
within the meaning of Article 49 of Treasury Regula¬ 
tions 45______I_ 22 

IV. Where several corporations file a consolidated return 

and the bonds of one of the subsidiaries, w*hick were 
originally issued at a discount, are held during the 
taxable years by the parent company, the amortiza¬ 
tion of bond discount by the subsidiary is an inter¬ 
company transaction during the taxable years under 
Articles 635 and 636 of Treasury Regulations 65 and 
69, respectively, and should be eliminated frcjm the 

consolidated taxable net income_4_ 26 

1811S—33-1 m 













II 

Page 

Conclusion_ 28 

Appendix A_ 30 

Appendix B.. 34 

CITATIONS 

Cases: 

Brewster v. Gage, 280 U.S. 327__ 24 

Burnet v. Brooks, 2S8 U.S. 37S_ 24 

Burnet v. Thompson Oil & Gas Co., 283 U.S. 301_ 24 

Commissioner v. Midland Val. R. Co., 57 F. (2d) 1042_ 17 

Commissioner v. Old Dominion S.S. Co., 47 F. (2d) 148_ 17 

Continental Tie & Lumber Co. v. United States, 286 U.S. 290_ 11 

Helvering v. St. Louis Southwestern Railway Co., decided 

Aug. 17, 1933, 333 C.C.H., p. 9219... 17 

Kentucky & Indiana T.R. Co. v. Commissioner, 54 F. (2d) 

738, certiorari denied, 2S6 U.S. 557_ 16 

Lehigh & Hudson River Ry. Co. v. Commissioner, 36 F. (2d) 

719, certiorari denied, 2S1 U.S. 748_ 24 

Lucas v. American Code Co., 2S0 U.S. 445_ 11 

Lucas v. Ox Fibre Brush Co., 281 U.S. 115_ 16 

Murphy Oil Co. v. Burnet, 287 U.S. 299... 24 

New Orleans, Texas & Mexico Rwy. Co., 6 B.T.A. 436_ 28 

Old Mission Portland Cement Co., 25 B.T.A. 305_ 28 

United States v. Dakota-Montana Oil Co., 288 U.S. 459_14, 24 

U.S. Cartridge Co. v. United States, 284 U.S. 511_ 14 

Statutes: 

Federal Control Act of March 21, 1918, c. 25, 40 Stat. 451: 

Sec. 1_ 30 

Sec. 3- 31 

Sec. 4- 32 

Revenue Act of 1918, c. 18, 40 Stat. 1057: 

Sec. 212_ 30 

Sec. 213. 30 

Revenue Act of 1924, c. 234, 43 Stat. 253, Sec. 203_ 24 

Revenue Act of 1926, c. 27, 44 Stat. 9, Sec. 203_ 24 

Revenue Act of 1928, c. 852, 45 Stat. 791, Sec. 112_ 24 

Revenue Act of 1932, c. 209, 47 Stat. 169, Sec. 112_ 24 

Transportation Act, 1920, c. 91, 41 Stat. 456, Sec. 202_ 32 

Miscellaneous: 

H.Conf.Rep. 371, 65th Cong., 2d Sess_ 40 

H.Conf.Rep. 376, 65th Cong., 2d Sess____ 40 

H.Rep. 294, 65th Cong., 2d Sess., pp. 1-3... 34 

H.Rep. 294, Part 2, 65th Cong., 2d Sess. 38 

Report of Director General of Railroads, 1924, p. 3_ 12 

S.Rep. 246, Part 1, 65th Cong., 2d Sess., pp. 1-3, 4, 5. 38 

S.Rep. 246, Part 2, 65th Cong., 2d Sess.. 40 

































m 


Miscellaneous—Continued. 

S.Rep. 246, Part 3, 65th Cong., 2d Sess_ 

Treasury Regulations 45, Art. 49_j_ 

Treasury Regulations 62, Art. 49.... 

Treasury Regulations 65: 

Art. 636....-..L 

Art. 1579_. 4 

Treasury Regulations 69: 

Art. 635_. L 

Art. 1579_. _!_ 

Treasury Regulations 74, Art. 579_ L 

Treasury Regulations 77, Art. 579. -l 


Page 

40 

33 

24 

33 

24 

33 

24 

24 

24 


I 


I 

j 

I 


I 

i 

i 

i 

i 














i 

I 

I 


In the Court of Appeals of the Districjt of 

Columbia 

j 

October Term, 1932 
— 

, No. 5853 | 

i 

Guy T. Helvering, Commissioner of Internal 

Revenue, Petitioner 

v. I 

Gulf, Mobile & Northern Railroad Co., 

Respondent 

i 

— 

I 

No. 5854 

i 

Gulf, Mobile & Northern Railroad Coj, 

Petitioner ! 

». 

Guy T. Helvering, Commissioner of Internal 

Revenue, Respondent 

i 

- i 

I 

ON PETITIONS FOR REVIEW OF DECISION OF THE UNITED 
STATES BOARD OF TAX APPEALS 

i 

BRIEF for the commissioner of internal revenue 

i 

—— ■»' 

OPINION BELOW | 

The only previous opinion in the present cise is 
that of the United States Board of Tax Appeals 


i 


2 


(No. 5853, R. 13, and No. 5854, R. 50), which is 
reported in 22 B.T.A. 233. 

JURISDICTION 

The appeal in Case No. 5853 involves income 
taxes for the year 1920 approximately in the 
amount of $11,000. 1 The appeal in Case No. 5854 
involves income taxes for the year 1920 in the 
amount of $5,456.20, 2 and for each of the years 1924, 
1925, and 1926 in the amount of $573.17, 3 or a total 
of $7,175.71. 

Both of these appeals are taken from a decision 
of the United States Board of Tax Appeals en¬ 
tered on January 25, 1932 (No. 5853, R. 48-49; No. 
5854, R. 104—105). The cases are brought to this 
Court by petitions for review filed on July 25,1932, 
by the Commissioner of Internal Revenue (No. 
5853, R. 50), and by the taxpayer (No. 5854, R. 
106), pursuant to the Revenue Act of 1926, e. 27, 
Sections 1001,1002.1003, 44 Stat. 9,109,110. 

1 Representing a tax of 10 percent on $108,706.41 (the sum 
of $75,000 for compensation in excess of the standard return 
and $56,521.02 for rental interest on completed additions and 
betterments, less $9,375 and $13,439.61, which are the portions 
of those two sums applied by the Board to the year 1920). 

2 Representing a tax of 10 percent on $54,561.95 (the sum 
of $50,561.95 for inventory adjustment and $4,000 for hack 
mail pay). 

3 Representing a tax of 12 y 2 percent on $4,585.32, the bond 
discount amortized by a subsidiary of the taxpayer. 
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QUESTIONS PRESENTED 

_ I 

The two questions raised by the Governknent’s 
appeal are as follows: j 

1. Where a taxpayer, on the accrual basis, re¬ 
ceived under the provisions of the Federal Control 
Act compensation in excess of the “standard re¬ 
turn”, the liability for which was not determined 
and the amount of which was not fixed prior to 
1920, whether the amount of compensation in excess 
of the “standard return” accrued as income in 
1920 ? 

2. Where a taxpayer, on the accrual basis, re¬ 
ceived under the provisions of the Federal Control 
Act interest upon the cost of additions and| better- 
ments made by the taxpayer while the property was 
under Federal control, the liability for which was 
not questioned but the rate of which was nbt fixed 
or determined prior to 1920, whether the Amount 
of such interest accrued as income in the year 1920 ? 

The three questions raised by the taxpayer’s 
appeal are as follows: | 

3. Whether the taxpayer realized taxable income 
in the amount of $50,561.95 as the result of the 
Director General allowing its claim on acejount of 
a shortage of materials and supplies under; Article 
49 of Treasury Regulations 45 ? 

4. Whether the amount received by the taxpayer 
in 1920 as additional compensation for the trans- 


i 

i 

i 
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portation of United States mails should be accrued 
as income for that vear ? 4 

5. Where several corporations file a consolidated 
return and the bonds of one of the subsidiaries, 

which were originally issued at a discount are held 
during the taxable year by the parent company, 

whether the amortization of bond discount bv the 

•/ 

subsidiary is an intercompany transaction during 
the taxable years under Articles 636 and 635 of 
Treasury Regulations 65 and 69, respectively, and 
should be eliminated? 

STATUTES AND REGULATIONS INVOLVED 

The statutes and regulations involved are set 
forth in the Appendix, infra, pp. 30-40. 

STATEMENT 

Instead of making a general statement including 
all the facts of the case, the pertinent facts will be 
stated under each issue in the argument. 

SPECIFICATION OF ERRORS TO BE URGED 

The Board of Tax Appeals erred : 

1. In holding that the amount of compensation 
paid to the taxpayer by the Director General of 
Railroads in excess of the “standard return,” was 
not taxable income in its entirety for the year 1920. 

4 The Government concedes that under the facts as found 
by the Board of Tax Appeals the additional compensation 
for the transportation of mails should not be accrued during 
the year 1920. 



2. In holding that the amount of rental interest 
paid to the taxpayer by the Director General of 
Railroads on additions and betterments to its 
properties was not taxable income in its entirety 
for the year 1920. 

STTMMA'RY OF AKGTXMENT 

I 

I 

| 

1. This issue involves the accrual of the Item of 
$75,000, which the taxpayer received in 1920 from 
the Director General as compensation in excess of 
the “standard return”, because recent expendi¬ 
tures for additions or improvements were not fully 
reflected in the operating railway income of the 
“test period.” The Board of Tax Appeals de- 
cided that this item should be spread oyer the 
period of Federal Control and the Government 

I 

contends that the Board’s decision is wrong and 
that the entire amount did not accrue as income 
until 1920. j 

The liability to pay this amount in excess of the 
“standard return” was not determined until the 
final settlement in 1920. There is no evidjence in 
the record to show that the Government in fact ad¬ 
mitted liability prior to 1920. If there wgs such 
an admission of liability, it must be found! within 
the terms of the Federal Control Act, which Con¬ 
gress passed as a substitute for the carriers’ con¬ 
stitutional rights. | 

Section 1 of the Federal Control Act fijxes the 
“standard return” (the average annual failway 
operating income for the three years ended June 
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30, 1917, the “test period”) as the basis of com¬ 
pensation. But if on account of peculiar condi¬ 
tions during the “test period”, the President 
should find that the “standard return” is plainly 
inequitable, then the compensation should be ad¬ 
justed to meet the circumstances of the particular 
case. 

Through the statute, Congress attempted to es¬ 
tablish a definite formula for determining compen¬ 
sation which would be so fair and reasonable that 
the carriers would enter into agreements upon that 
basis instead of insisting upon a judicial determi¬ 
nation of compensation under the Fifth Amend¬ 
ment. The legislative history of the statute clearly 
shows that it is a substitute for the carriers’ con¬ 
stitutional rights and is not the same as the guar¬ 
anty under the Fifth Amendment to pay a reason¬ 
able compensation. While it may be said that 
through the enactment of Section 1 of the Federal 
Control Act, the Government admitted its liability 
to pay the “standard return”, the Government did 
not admit liability to pay an amount in excess of 
the “standard return” until the President should 
find that the “standard return” is plainly inequi¬ 
table. In the instant case, there was nothing to 
show that the President found the “standard re¬ 
turn” plainly inequitable prior to the final settle¬ 
ment in 1920. Therefore, the liability to pay the 
amount in excess of the “standard return” was not 
determined until 1920. 

Moreover, the amount in question was not fixed 
until 1920 and could not have been ascertained with 
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reasonable accuracy until that time. The amount 
depended upon the extent to which the expendi¬ 
tures for certain additions and improvements were 
not fully reflected in the railway operating income 
of the “test period.” This was essentially |a mat¬ 
ter of opinion and could not be determined with 
reasonable accuracy prior to the settlement in 1920. 

The authorities, which are all to the contrary, 
fail to distinguish between compensation repre¬ 
senting the “standard return”, and compensation 

i 

in excess of the “standard return.” They fail to 
recognize the substantial difference betweeia com¬ 
pensation under the Federal Control Act apd com¬ 
pensation under the Fifth Amendment to the Con¬ 
stitution. In the instant case, it does not appear 
that the taxpayer filed amended returns ior the 
•years 1918 and 1919, or that it has paid a tax on 
any part of the sum of $75,000. 

2. Section 4 of the Federal Control Act pro¬ 
vided for the payment of rental interest to the rail¬ 
road for additions and betterments that it made 
during Federal control at a reasonable ratje to be 
fixed by the President. The Board decided that 
this amount should be prorated over the period of 
Federal control, while the Commissioner contends 
that it accrued in 1920. In this instance, liability 
was admitted by the Government, but the amount 
■could not be ascertained with reasonable accuracy 
until the President fixed the rate, and it does not 
.appear that this was done prior to the final settle- 
.ment in 1920. Moreover, it does not appear that 
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the taxpayer accrued this item in the earlier year' 
or that it has paid a tax on any part of it. 

3. With respect to the inventory adjustment 
growing out of the final settlement with the Di¬ 
rector General, the regulations provide that where 
a taxpayer has received compensation in excess of 
the cost, the transaction will be deemed to be com¬ 
pleted, unless the taxpayer elects to replace or 
restore the property. In other words, the trans¬ 
action is treated as analogous to a sale, and the ex¬ 
cess over the cost is subject to tax. These regula¬ 
tions have received legislative sanction, and have 
the force and effect of law. Inasmuch as the tax¬ 
payer did not elect to replace or restore the prop¬ 
erty, the Commissioner correctly determined that 
the transaction was completed. Since there was 
no evidence upon which to compute the actual gain, 
the Board correctly affirmed the Commissioner’s 
determination. 

4. As to the right of the subsidiary to deduct 
amortized discount on bonds held by an affiliated 
company, the Treasury Department has consist¬ 
ently construed this as an intercompany transac¬ 
tion and held that it should be eliminated from 
consolidated taxable net income. Inasmuch as the 
right to deduct amortized discount is derived from 
the regulations, and not from the statute, and the 
department was construing its own regulations, the 
administrative construction and practise should 
not be disturbed. 



ARGUMENT 


I | 

-WHERE A TAXPAYER, OX THE ACCRUAL BASIS, RECEIVED 
IN 1920 UNDER THE PROVISIONS OF THE FEDERAL CON¬ 
TROL ACT $75,000 REPRESENTING COMPENSATION IN EX¬ 
CESS OF THE “ STANDARD RETURN,” THE LIABILITY FOR 
WHICH WAS NOT DETERMINED AND THE AMOUNT OF 
which: WAS NOT FIXED UNTIL THE YEAR 192oj THE SUM 
OF $75,000 ACCRUED AS INCOME IN THE YEAR i920 

I 

The facts pertinent to this issue as found by the 
Board of Tax Appeals are substantially as follows: 

The taxpayer, Gulf, Mobile & Northern, is an 
Alabama corporation. The taxpayer, Jackson & 
Eastern, is a Mississippi corporation, all of the 
: stock of which was acquired by the Gulf, Mobile & 
Northern in August 1926. The taxpayer, Meridian 
& Memphis, is a Mississippi corporation and a sub¬ 
sidiary of the Gulf, Mobile & Northern. (No. 5853, 
B. 17.) 

The properties of the Gulf, Mobile & Northern 
were taken over by the President and were oper¬ 
ated by the Director General of Railroads jthrough- 
out the period January 1, 1918, to February 29, 
1920. In 1920 the Gulf, Mobile & Northern and the 
Director General effected a final settlement of all 
claims arising out of Federal control and (Operation 
of the former properties as a result of which the 
taxpayer paid to the Director General the sum of 
$100,000. (No. 5853, R. 18.) 

Prior to Federal control the Gulf, Mobile & 
Northern commenced the construction of a 25-mile 
'branch line, known as the Blodgett Branch, be- 
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tween McLean and Pieve, Mississippi, and a 40- 
mile extension of its lines, known as the Jackson'. 
Extension, between Middleton and Jackson, Ten¬ 
nessee. Both of these projects were completed and 
placed in operation during the period of Federal 
control. In the final settlement with the Director 
General, the taxpayer was allowed additional com¬ 
pensation, in respect of these two projects, of $75,- 
000. Both of these projects had been undertaken 
for the purpose of removing vast quantities of tim¬ 
ber from virgin territories; and the compensation' 
allowed in the final ‘settlement, which was in ad¬ 
dition to the compensation based upon the stand¬ 
ard return for the test period, was based upon an 
estimate of the earnings which would have accrued 
to the taxpayer, during that part of the Federal 
control period after the projects were placed in 
operation, had it been permitted to operate the- 
projects itself. If the board concludes that this ad¬ 
ditional compensation was earned during, and is 
properly to be accounted for as income of, the pe¬ 
riod of Federal control after the projects were 
completed and placed in operation, the portion: 
thereof applicable to 1920 is $9,375. (No. 5853,. 
R. 19.) 

In the deficiency notice, which the Commissioner 
sent the taxpayer, the Commissioner did not in¬ 
clude the additional compensation of $75,000 in the 
taxpayer’s income for 1920 (No. 5853, R. 19). But 
in the Commisisoner’s answer to the taxpayer’s 
amended petition filed before the Board of Tax Ap- 
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i 

I 

I 

peals, the Commissioner affirmatively alleged that 
the sum of $75,000 representing compensation in 
excess of the standard return should be included in 
the taxpayer’s income for the year 1920 (No. 5853, 
R. 11-12). The Board decided that the sum in 
question should be spread over the period of Fed¬ 
eral control, and that only $9,375 should be included 
in income for 1920 (No. 5853, R. 37). 

To briefly su mm arize the Government’s position 
with respect to the accrual of this item of $75,000, 
the Government contends first that the liability to 
pay this amount in excess of the “standard return” 
was not determined until the final settlenkent in 

U.S. 

445), and secondly, that the amount of $75,0(00 was 
not fixed until 1920 and could not have beep ascer¬ 
tained with reasonable accuracy until th4t year 
(compare Continental Tie & Lumber Co. v. United 
States, 286 U.S. 290). As to the liability, there is 
no evidence in the record to show that the Govern¬ 
ment in fact admitted liability to pay any amount 
in excess of the “standard return” prior jto the 
settlement in 1920. The Board did not make such 
a finding of fact and the taxpayer does not contend 
that the Government in fact admitted liability. 
Therefore, if there was such an admission of lia¬ 
bility on the part of the Government, it must be 

found within the terms of the Federal Control Act, 

• 

which Congress passed as a substitute for the 

i 

carriers’ constitutional rights. 


1920 (see Lucas v. American Code Co., 280 
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Section 1 of the Federal Control Act, inf ra, p. 30, 
fixes the “standard return” (the average an¬ 
nual railway operating income for the three years 
ended June 30, 1917—the “test period”) as the 
basis of compensation. In this respect, Congress 

followed the proclamation of the President. 5 The 
statute further provided that where the President 
shall find that the condition of a carrier was during 
the “test period” because of nonoperation, re¬ 
ceivership, or where recent expenditures for addi¬ 
tions or improvements or equipment were not fully 
reflected in the operating railway income of the 
“test period”, or because of any undeveloped or 
abnormal conditions, so exceptional as to make the 
“standard return” plainly inequitable, then the 
President may make with the carrier such agree¬ 
ment for such amount as just compensation as 
under the circumstances of the particular case he 
shall find just. 

Through the statute, Congress attempted to es¬ 
tablish a definite formula for determining compen¬ 
sation which would be so fair and reasonable that 
the carriers would enter into agreements upon that 
basis instead of insisting upon a judicial deter¬ 
mination of compensation under the Fifth Amend¬ 
ment. If the President and the carriers could not 
agree upon the amount of compensation under the 
statute, Congress provided in Section 3 for the de- 

5 See the Proclamation of President Wilson dated Decem¬ 
ber 26, 1917, which may be found in the report of the Di¬ 
rector General of Railroads, 1924, p. 3. 



I 

i 

i 


13 

termination of just compensation by due process 
of law. The Report of the House Committee on 
Interstate and Foreign Commerce, infra, p. 34, 
contains the following explanation of the statute: 

But Congress may and should provide 
speedy and easily available judicial fnachin- 
ery for determining this just compensation 
(.Monongahela Navigation Co. v. U.S., 148 
U.S. 312). It is also desirable that the 
owners of the properties should, instead of 
being required to resort to the courts for 
their rights, be made such offers for just 
compensation as will probably result in an 
agreement between them and the United 
States, determinative of all rights. These 
two desiderata, together with certain obvi¬ 
ously needed supplementary power as to 
financing during Federal control, are the 
main purposes of this bill. 

Section 1 is a fundamentally important 
section; for it sets the outside limits of the 
expected agreements. Its sole function is to 
provide a basis of such just and proper 
agreements as may eliminate litigation. 
This section authorizes the President to 
make agreements with the operatihg car¬ 
riers under which they shall receive: in lieu 
of their constitutional rights the average of 
their railway operating income for ti^e three 

years ended June 30,1917, * * *j 
* * * * * 

Section 3 provides “due process of law” 
for nonagreeing carriers and also authorizes 
an agreement between the President and 

18116—33-3 
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any company after report by the referees to 
be appointed by the Interstate Commerce 
Commission. It is the belief of your com¬ 
mittee that few, if any, cases will ever reach, 
the Court of Claims. * * *. 

The Report of the Senate Committee on Inter¬ 
state Commerce, infra, p. 38, has substantially the 
same explanation. The legislative history of a stat¬ 
ute is a material factor in determining the intention 
of Congress. U.S. Cartridge Co. v. United States, 
284 U.S. 511, 516-517; United States v. Dakota- 
Montana Oil Co., 288 U.S. 459, 463. Therefore, it 
would seem clear that Section 1 of the Federal Con¬ 
trol Act is not the same as the constitutional guar¬ 
anty to pay a reasonable compensation, but is a 
substitute for the carriers’ rights under the Fifth 
Amendment. Of course, for the purposes of this 
case, we must assume that the act is constitutional. 

With respect to the “standard return” it may 
reasonably be said that through the enactment of 
Section 1 of the Federal Control Act, the Govern¬ 
ment admitted its liability to pay that amount. 
With respect to compensation in excess of the 
“standard return”, however, the Government does 
not admit liability, because under the terms of the 
statute liability for such excess compensation does 
not accrue until the President finds that the “stan¬ 
dard return” is plainly inequitable. In the instant 
ease, the record does not show that the President 
or his agent, the Director General, found that the 
“standard return” was plainly inequitable prior 
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to the final settlement in 1920. Consequently, the 
liability to pay the additional compensation in the 
amount of $75,000 did not accrue until 1920. Lucas 
v. American Code Co., supra. ! 

As to the amount in question, namely, $75,000, 
it was not fixed until 1920 and could not have been 
ascertained with reasonable accuracy until that 
time. While the record does not spell out t|he pro¬ 
cedure in connection with the taxpayer’s cljaim for 
compensation in addition to the “standard re¬ 
turn”, it may reasonably be inferred from the facts 
found that the taxpayer filed a claim with the Di¬ 
rector General under Paragraph 6 of Section 1 of 
the Federal Control Act alleging that the “stand¬ 
ard return” was plainly inequitable because recent 
expenditures for additions or improvemeiits were 
not fully reflected in the operating railway] income 
.of the “test period.” The Board found that prior 
to Federal control the taxpayer commenced [the con¬ 
struction of a 25-mile branch line, known as the 
Blodgett Branch, between McLean and Pielve, Mis¬ 
sissippi, and a 40-mile extension of its lines, known 
.as the Jackson Extension, between Middlejton and 
Jackson, Tennessee. Both of these projects were 
completed and placed in operation during the 
period of Federal control. Both had beeii under¬ 
taken for the purpose of removing vast quantities 
of timber from virgin territories. In the final set¬ 
tlement with the Director General, the taxpayer 
was allowed additional compensation in respect to 
these two projects of $75,000; this figure was based 
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upon an estimate of the earnings which would have 
accrued to the taxpayer during that part of the 
Federal control period after the projects were 
placed in operation, had it been permitted to oper¬ 
ate the projects itself (No. 5853, R. 19). 

There is nothing in the record to indicate that 
the taxpayer could have ascertained this amount 
prior to the settlement in 1920. The extent to 
which the expenditures for the above-mentioned 
additions and improvements were not fully re¬ 
flected in the operating railway income of the “test 
periodcould not have been expressed in terms of 
dollars and cents. That item was in its nature in¬ 
capable of being reduced to mathematical cer¬ 
tainty, or to an approximation thereof. It was a 
matter of opinion, and until the settlement in 1920, 
it could not have been ascertained with reasonable 
accuracy. Compare Continental Tie & Lumber 
Co. v. United States, supra. Until the time of the 
final settlement in 1920 there could be no certainty 
that the taxpayer would receive any compensation 
in excess of the 4 4 standard return 9 9 nor could there 
be any certainty as to the amount that it would 
receive in excess of the 4 4 standard return. ’ ’ There¬ 
fore, the sum of $75,000 did not accrue as income 
until 1920. Lucas v. American Code Co., supra; 
Lucas v. Ox Fibre Brush Co., 281 U.S. 115; Ken¬ 
tucky & Indiana T. R. Co. v. Commissioner, 54 F. 
(2d) 738 (C.C.A. 6th), certiorari denied, 286 U.S. 
557. 
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There are three decisions of the Circuit Courts 
of Appeals involving the same question wlpdch are 
adverse to the Government’s position: Commis¬ 
sioner v. Old Dominion S.S. Co., 47 F. (2d) 148 
(C.C.A. 2d) ; Commissioner v. Midlcmd Val j. B. Co., 
57 F. (2d) 1042 (C.C.A. 10th); Helvering v. St. 
Louis Southwestern Railway Co., decided i August 
17,1933, and not yet officially reported but may be 
found in 333 C.C.H., p. 9219, rehearing j denied, 
October 12,1933. Certiorari was not applied for in 
the first two cases because of the policy, Recently 
adopted, not to apply for a writ unless thjere is a 
conflict of decisions, in order to reduce the burden 
of tax litigation imposed upon the Supreme Court. 
Notwithstanding, the Government regards the deci¬ 
sions as incorrectly decided; otherwise arj appeal 
would not have been authorized in the Si. Louis 
Southwestern case or in this case. The fajllacy of 

i 

the decision in the Old Dominion case, which is the 
basis for two later decisions, lies in the falilure of 
the court to distinguish between compensation rep¬ 
resenting the “standard return” and compensation 
in excess of the “standard return.” ! 

In the Old Dominion case the court said that “the 
government did not concede liability to pajf merely 
the standard return but just compensation” and 
“there was an admission of liability by the!govern¬ 
ment.” The Midland Valley case adopts the rea¬ 
soning of the earlier case, as does the ihajority 
.opinion in the St. Louis Southwestern cas^, where 
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There are three decisions of the Circuit Courts 
of Appeals involving the same question which are 
adverse to the Government’s position: Commis¬ 
sioner v. Old Dominion S.S. Co., 47 F. (2d) 148 
(C.C.A. 2d) ; Commissioner v. Midland VaL R. Co., 
57 F. (2d) 1042 (C.C.A. 10th); Helvering v. St. 
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found in 333 C.C.H., p. 9219, rehearing denied, 
October 12,1933. Certiorari was not applied for in 
the first two cases because of the policy, Recently 
adopted, not to apply for a writ unless there is a 
conflict of decisions, in order to reduce the burden 
of tax litigation imposed upon the Supreme Court. 
Notwithstanding, the Government regards the deci¬ 
sions as incorrectly decided; otherwise ah appeal 
would not have been authorized in the St. Louis 
Southwestern case or in this case. The fallacy of 
the decision in the Old Dominion case, which is the 
basis for two later decisions, lies in the failure of 
the court to distinguish between compensation rep¬ 
resenting the “standard return” and compensation 
in excess of the “standard return.” 

In the Old Dominion case the court said that “the 
government did not concede liability to pay merely 
the standard return but just compensation” and 
“there was an admission of liability by the: govern¬ 
ment.” The Midland Valley case adopts the rea¬ 
soning of the earlier case, as does the majority 
-opinion in the St. Louis Southwestern cash, where 
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the court said that “there was never any question 
of the liability of the Government to pay a reason¬ 
able compensation, but the entire controversy was 
over the amount to be paid.” Apparently these 
courts had in mind the guaranty contained in the 
Fifth Amendment to the Constitution and not the 
method of computing just compensation as laid 
down in the Federal Control Act. The Congres¬ 
sional Committee Reports referred to above and 
extracts from which appear in Appendix B, infra, 
p. 34, conclusively show that Section 1 of the Fed¬ 
eral Control Act is a substitute for the carriers’ 
constitutional rights. Just compensation under 
the Federal Control Act is not the same as just 
compensation under the Fifth Amendment, and the 
Federal Control Aet does not constitute an admis¬ 
sion of liability for compensation in excess of the 
“standard return.” 

It may be pointed out that in the Midland Valley 
case, after the final settlement, the taxpayer filed 
amended returns for the years 1918 and 1919 and 
included for those years the actual amount of com¬ 
pensation which the Director General allowed. In 
this case, it does not appear that the taxpayer has 
at any time paid a tax upon the sum of $75,000, 
which was in excess of the the “standard return.” 
Under the decision of the Board of Tax Appeals, 
it will be taxed only upon $9,375, and escape taxes 
on about $65,000. (See dissenting opinion in St^ 
Louis Southwestern case.) 


WHERE A TAXPAYER, ON THE ACCRUAL BASIS, RECEIVED* 
UNDER THE PROVISIONS OF THE FEDERAL CONTROL ACT 
INTEREST UPON THE COST OF ADDITIONS AND BETTER¬ 
MENTS MADE BY THE TAXPAYER WHILE THE PROPERTY 
WAS UNDER FEDERAL CONTROL, THE LIABILITY FOR 
WHICH WAS NOT QUESTIONED BUT THE RATE OF; WHICH 
WAS NOT FIXED OR DETERMINED PRIOR TO 1920, THE 
AMOUNT OF SUCH INTEREST ACCRUED AS INCOME IN THE 
YEAR 1920 

j 

The facts pertinent to this issue as found! by the 
Board of Tax Appeals are substantially as fallows: 

In the final settlement with the Director (general 
in 1920 the Gulf, Mobile & Northern was flowed 
rental interest on additions and betterments com- 
pleted during the period of Federal control in the 
amount of $56,521.02. The rental interest was com- 
puted on each individual project at the ra|te of 6 
percent per annum from the date the project was 
completed and placed in operation to the end of 
Federal control, and was allowed in additioh to the 
compensation based upon the “standard return” 
for the test period. If the Board concludes that 
this rental interest was earned during, and is prop¬ 
erly to be accounted for as income of, the period of 

i 

Federal control, the portion thereof applicable to 
1920 is $13,439.61. (No. 5853, R. 19.) 

While the Commissioner did not notify the tax¬ 
payer in his deficiency letter that the amount of 

rental interest, $56,521.02, should be included in its 
income for 1920, he affirmatively alleged! in his 
answer to the amended petition that this sijim eon- 

i 
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stituted taxable income for the year 1920. (No. 
5853, R. 11-12.) The Board of Tax Appeals de¬ 
cided that this sum should be prorated over the 
period of Federal control and that the portion 
applicable to 1920 is $13,439.61. 

Section 4 of the Federal Control Act, infra, p. 32, 
provides that the just compensation that may be 
determined under Section 1 or that may be adjudi¬ 
cated by the Court of Claims, shall be increased by 
an amount reckoned at a reasonable rate per centum 
to be fixed by the President upon the cost of any 
additions and betterments, less retirements, and 
upon the cost of road extensions to the property 
of such carrier made by such carrier with the ap¬ 
proval of or by order of the President while such 
property is under Federal control. In contrast 
with the amount allowed the taxpayer by the Di¬ 
rector General in excess of the “standard return”, 
the Government has through the enactment of Sec¬ 
tion 4 of the Federal Control Act admitted liabil¬ 
ity for the payment of interest upon additions and 
betterments made by the carrier during Federal 
control. Accordingly, the accrual of rental interest 
is not controlled by Lucas v. American Code Co., 
supra. It is only the amount of the interest that 
cannot definitely be known during the period of 
Federal control because the statute provides that a 
reasonable rate of interest is to be fixed by the 
President, and the amount of the interest cannot 
be ascertained until the President fixes the rate. 
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The record shows that the rate of interest allowed is 
6 percent per annum, but it does not show tpat the 
rate was determined by the President at arjy time 
prior to the final settlement in 1920. Therefore, in 
the absence of evidence to the contrary, thej allow¬ 
ance for interest accrued as income in 1920.i Ken¬ 
tucky & Indiana R.R. Co. v. Commissioner, supra. 

It may be argued that while the exact fate of 
interest was not known during the period of Fed¬ 
eral control, it could have been ascertained with 
reasonable accuracy at that time. See Continental 
Tie <& Lumber Co. v. United States, supra. If that 
w y ere> the case the taxpayer should have acerked the 
interest on additions and betterments as income 
during the period of Federal control and paid an 
income tax upon the estimated amount. But the 
record does not show that the taxpayer paid an 
income tax on the allowance made by the director 
General on account of interest, which amounted to 
some $56,000, or upon any part of it. If the 
Board’s decision is affirmed, however, it fwill be 
taxed only on about $13,000 and escape taxes on 
about $43,000. While the rate of interest} might 
not vary to a great extent, it is conceivable! that it 
might have been as low as 3 percent and as pigh as 
7 percent. While the maximum spread might be 
small, the actual rate might have been twice the 
estimated rate. The fact that the taxpayer Idid not 
accrue any interest during the period of I’ederal 
control lends force to the argument that it was not 
ascertainable with reasonable accuracy. 
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III 

THE TAXPAYER. HAVING FAILED TO PROCEED IMMEDIATELY 
TO REPLACE THE PROPERTY OR TO ESTABLISH A RE¬ 
PLACEMENT FUND, REALIZED TAXABLE INCOME IN THE 
AMOUNT OF $50,561.95 AS THE RESULT OF THE INVENTORY 
ADJUSTMENT IN THE FINAL SETTLEMENT WITH THE 
DIRECTOR GENERAL WITHIN THE MEANING OF ARTICLE 
49 OF TREASURY REGULATIONS 45 

The facts pertinent to this issue, as found by the 
Board of Tax Appeals, are as follows: 

The properties of the Gulf, Mobile & Northern 
were taken over by the President and were oper¬ 
ated by the Director General of Railroads through¬ 
out the period January 1, 1918, to February 29, 
1920. Among the assets and properties taken over 
by the Director General was an inventory of ma¬ 
terials and supplies which had cost the taxpayer 
$286,664.26. At the conclusion of Federal control 
the Director General turned back to the taxpayer 
an inventory of materials and supplies of the 
market value of $275,912.03. The inventory so 
turned back included a greater quantity of some 
materials and a lesser quantity of other materials 
than were included in the inventory taken over by 
that official. Much of the materials in the inven¬ 
tory turned back by the Director General was, as 
to quality and relative usefulness, inferior to the 
material turned over to that official at the begin¬ 
ning of Federal control (No. 5853, R. 18). 

In 1920 the Gulf, Mobile & Northern and the Di¬ 
rector General effected a final settlement of all 


claims arising out of Federal control and operation 
of the former’s properties, as a result of which the 
taxpayer paid to the Director General the sum of 
$100,000. One of the claims asserted by the tax¬ 
payer, and allowed by the Director General, ’ppas for 
shortages in, and differences in grade and quality 
of, materials and supplies turned back by the Di¬ 
rector General, in comparison with the materials 
and supplies turned over to that official at j the be¬ 
ginning of Federal control, and amounted jto $61,- 
314.18. Thus the taxpayer received from jthe Di¬ 
rector General, in 1920, cash and materials abd sup¬ 
plies of an aggregate value of $337,226.21, which 
exceeded the cost of the inventory turned over to 
the Director General by $50,561.95. The Commis¬ 
sioner has held that such excess is income for 1920, 

I 

and accordingly has added $50,561.95 to income for 
that year. (No. 5853, R. 18.) The Board of Tax 
Appeals decided that there was a completed trans¬ 
action in 1920, and in the absence of evidence as to 
the actual gain upheld the Commissioner’s deter¬ 
mination that the gain was $50,561.95. (No. 5853, 
R. 36.) j 

Article 49 of Treasury Regulations 45 (1920 
Ed.), infra, p. 33, provides that where the owner of 
property has transferred title by reason of the ex¬ 
ercise of the power of eminent domain, and has re¬ 
ceived compensation in excess of the cost, tile trans¬ 
action will be deemed to be completed, unless the 
taxpayer elects to replace or restore the property. 
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In other words, the regulations treat a transaction 
under such circumstances as analagous to a sale, 
so that the excess over cost is subject to tax. This 
provision has been included in every series of 
Treasury Regulations from 1918 until 1933. 6 Sec¬ 
tion 213 of the Revenue Act of 1918, in explanation 
of which Article 49 of Treasury Regulations 45 
was promulgated, was reenacted without material 
change in the Revenue Act of 1921. The reenact¬ 
ment of the statutory provision without material 
change must be deemed to constitute legislative ap¬ 
proval of the administrative construction. Brew¬ 
ster v. Gage, 280 U.S. 327, 337; Burnet v. Thomp¬ 
son Oil <& Gas Co., 283 U.S. 301, 307-308; Murphy 
Oil Co. v. Burnet, 287 U.S. 299, 307; United States 
v. Dakotar-Montana Oil Co., 288 U.S. 459, 466; and 

Barnet v. Brooks, 288 U.S. 378, 392-393. 

As a matter of fact, the provisions of the regula¬ 
tions was expressly written into the Revenue Acts 
of 1924,1926,1928, and 1932. See Section 203 (b) 
(5) of the Revenue Acts of 1924 and 1926, and Sec¬ 
tion 112 (f) of the Revenue Acts of 1928 and 1932. 

The Circuit Court of Appeals for the Second 
Circuit upheld the regulations in question in 
Lehigh & Hudson River Ry. Co. v. Commissioner, 
36 F. (2d) 719, certiorari denied, 281 U.S. 748. In 
that case, which involved similar circumstances, 
the court said (p. 720) : 

6 Treasury Regulations 62, Article 49; Treasury Regula¬ 
tions 65, Article 1579; Treasury Regulations 69, Article 1579; 
Treasury Regulations 74, Article 579; Treasury Regulations 
77, Article 579. 
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Such a transaction is equivalent for tax 
purposes to a sale of the supplies at the 
agreed price. The act of 1918 (40 Stat. 
1057) did not, indeed, expressly provide for 
gains arising from the requisition qf prop¬ 
erty, but article 49 of the Regulations did: 
“When the owner of property has lost or 
transferred title by reason of requisition or 
eminent domain * * * if the taxpayer 
does not elect to replace or restore the prop¬ 
erty, the transaction will then be deemed to 
be completed and the income shall be meas¬ 
ured by the excess of the amount of the com¬ 
pensation over the cost of the property.” 
This article and article 50 prescribed the 
formalities by which the election should be 
manifested, with none of which the railway 
conformed. * * * 

In its opinion, the Board of Tax Appeals said 
{No. 5853, R. 36) : 

There is no evidence that the petitioner 
elected to replace or restore the requisi¬ 
tioned property, or that it made application 
to establish a replacement fund as provided 
by article 50 of Regulations 45. Under the 
circumstances the transaction must! be re¬ 
garded as having been completed ih 1920, 
the year in which compensation ^as re¬ 
ceived, and the income arising therefrom 
measured by the excess of the compensation 
over the cost of the property. This leaves 
for decision the question of fact as to the 
gain derived from the sale or conversion of 
the requisitioned property, and as to that it 
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is sufficient to sav that there is no evidence 

«/ 

upon which we can base a conclusion as to 
the actual gain. Under the circumstances 
we shall not disturb the respondent’s deter¬ 
mination that the gain was $50,561.95. 

IV 

WHERE SEVERAL CORPORATIONS FILE A CONSOLIDATED 
RETURN AND THE BONDS OF ONE OF THE SUBSIDIARIES, 
WHICH WERE ORIGINALLY ISSUED AT A DISCOUNT, ARE 
HELD DURING THE TAXABLE YEARS BY THE PARENT 
COMPANY. THE AMORTIZATION OF BOND DISCOUNT BY 
THE SUBSIDIARY IS AN INTERCOMPANY TRANSACTION 
DURING THE TAXABLE YEARS UNDER ARTICLES 635 AND 
636 OF TREASURY REGULATIONS 65 AND 69, RESPEC¬ 
TIVELY, AND SHOULD BE ELIMINATED FROM THE CON¬ 
SOLIDATED TAXABLE NET INCOME 

The facts pertinent to this issue, as found by the 
Board of Tax Appeals, are substantially as follows: 

At various dates between 1913 and 1916 the Me¬ 
ridian & Memphis sold its 30-year 5-percent gold 
bonds, of a total face value of $675,000, to the 
Equitable Loan & Mortgage Company, of Mobile, 
at a discount of approximately $131,000. At the 
time the Gulf, Mobile & Northern acquired the 
capital stock of the Meridian & Memphis the bonds 
of the latter were pledged as collateral for certain 
collateral trust notes of the Equitable Loan & Mort¬ 
gage Company. These notes fell due during the 
period of Federal control and were taken up by the 
War Finance Corporation. At the end of Federal 
control the Gulf, Mobile & Northern settled with 
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the War Finance Corporation for the notes and 
took over the bonds pledged as collateral thereto at 
a cost of $636,000. Each year the Meridian & 
Memphis has charged off on its books l/30th of the 
discount on its bonds, and in its returns for 1924, 
1925, and 1926 claimed deductions for amortization 
of bond discount, each in the amount of $4,585.32. 
These deductions have been disallowed by the Com¬ 
missioner in determining consolidated net income 
(No. 5853, R. 20). The Board of Tax Appeals 
upheld the Commissioner’s action (No. 5853, R. 
38-39). 

Article 636 of Treasury Regulations 65, relating 
to the Revenue Act of 1924, infra, p. 33, provides 

i 

that intercompany transactions are subject to 
elimination from the consolidated taxable jnet in¬ 
come of affiliated corporations. Article 635 of 

i 

Treasury Regulations 69, relating to the Revenue 
Act of 1926, contains the same provision. These 
regulations have been approved by Congress 
through the reenactment of the statutory provision 
to which they relate. Therefore, it remain^ to de- 
termine first, whether under the circumstances the 
amortization of the bond discount was an intercom¬ 
pany transaction, and secondly, if it is an intercom¬ 
pany transaction, whether it should be eliminated 
from the consolidated taxable net income. : 

The right of a taxpayer to deduct an amortized 
amount over the life of the bonds where bonds are 

I 

i 
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issued at a discount is not derived from the revenue 
act. The regulations, being the source of that priv¬ 
ilege, may properly limit the circumstances under 
which the privilege may be exercised. Articles 636 
and 635 of Treasury Regulations 65 and 69, respec¬ 
tively, provide that transactions between affiliated 
companies are subject to elimination. In the in¬ 
stant ease, one member of the affiliated group ac¬ 
quired the bonds of another member. The Treas¬ 
ury Department has consistently construed such a 
transaction to be an intercompany transaction, and 
has consistently* held that it should be eliminated 
from consolidated taxable net income. New Or- 
lecms, Texas & Mexico Rwy. Co., 6 B.T.A. 436; Old 
Mission Portland Cement Co., 25 B.T.A. 305, and 
the instant case; 22 B.T.A. 233. The Board of Tax 
Appeals has consistently upheld the Commissioner. 
In the absence of clear error or arbitrary action, 
the rulings should not be disturbed. 

CONCLUSION 

The decision of the Board of Tax Appeals with 
reference to the accrual of compensation in excess 
of the “standard return 7 ’ and rental interest on 
additions and betterments is wrong and should be 
reversed with instructions that the entire amount 
of these items, $75,000 and $56,521.02, respectively, 
should be included in income for 1920. 

The decision of the Board of Tax Appeals with 
respect to inventory adjustment and amortization 
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of bond discount is correct, and should therefore 

* 

be affirmed. 

Respectfully submitted. i 

Sew all Key, 

Morton K. Rothschild, 
Special Assistants to the Attorney General. 

E. Barrett Prettyman, 

General Counsel, 

Bureau of Internal Revenue, 

E. C. Algire, 

Special Attorney, 

Bureau of Internal Revenue, . 

Of Counsel. 

October 28,1933. 
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APPENDIX A 


Statutes and Regulations Involved 

Revenue Act of 1918, c. 18, 40 Stat. 1057: 

Sec. 213. That for the purposes of this 
title * * * the term “gross income”— 

(a) Includes gains, profits, and income 
derived from * * * any source what¬ 

ever. The amount of all such items shall be 
included in the gross income for the taxable 
year in which received by the taxpayer, un¬ 
less under methods of accounting permitted 
under subdivision (b) of section 212, any 
such amounts are to be properly accounted 
for as of a different period. * * * 

Sec. 212. (b) The net income shall be com¬ 
puted upon the basis of the taxpayer’s an¬ 
nual accounting period * * * in ac¬ 

cordance with the method of accounting 
regularly employed in keeping the books of 
such taxpayer; * * * if the method em¬ 
ployed does not clearly reflect the income, 
the computation shall be made upon such 
basis and in such manner as in the opinion 
of the Commissioner does clearly reflect the 
income. * * * 

Federal Control Act of March 21, 1918, c. 25, 40 
Stat. 451: 

Sec. 1. That the President, having in time 
of war taken over the possession, use, con¬ 
trol, and operation (called herein Federal 
control) of certain railroads and systems of 
transportation (called herein carriers), is 

(30) 




hereby authorized to agree with and tjo guar¬ 
antee to any such carrier making operating 
returns to the Interstate Commerce Commis¬ 
sion, that during the period of such Federal 
control it shall receive as just compensation 
an annual sum, payable from time to [time in 
reasonable installments, for each year and 
pro rata for any fractional year of such Fed¬ 
eral control, not exceeding a sum equivalent 
as nearly as may be to its average i annual 
railway-operating income for the three 
years ended June thirtieth, nineteen hun¬ 
dred and seventeen. * * * 

The average annual railway operating 
income shall be ascertained by the Interstate 
Commerce Commission and certified by it to 
the President. Its certificate shall, jfor the 
purpose of such agreement, be taken as con¬ 
clusive of the amount of such average annual 
railway operating income. * * * 

If the President shall find that the condi¬ 
tion of any carrier was during all or a sub¬ 
stantial portion of the period of three years 
ended June thirtieth, nineteen hundred and 
seventeen, because of nonoperation, receiv¬ 
ership, or where recent expenditures for 
additions or improvements or equipment 
were not fully reflected in the operating 
railway income of said three years or a sub¬ 
stantial portion thereof, or because lof any 
undeveloped or abnormal conditions, so ex¬ 
ceptional as to make the basis of earnings 
hereinabove provided for plainly inequi¬ 
table as a fair measure of just compensa¬ 
tion, then the President may make with the 
carrier such agreement for such amount as 
just compensation as under the circum¬ 
stances of the particular case he shall find 
just. * * * 

See. 3. That all claims for just conlpensa- 
tion not adjusted (as provided in Section 
one) shall, on the application of the Presi- 
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dent or of any carrier, be submitted to 
boards, each consisting of three referees to 
be appointed by the Interstate Commerce 
Commission, members of which and the of¬ 
ficial force thereof being eligible for service 
on such boards without additional compen¬ 
sation. Such boards of referees are hereby 
authorized to summon witnesses, require the 
production of records, books, correspond¬ 
ence, documents, memoranda, and other pa¬ 
pers, view properties, administer oaths, and 
may hold hearings in Washington and else¬ 
where, as their duties and the convenience of 
the parties may require. * * * The 

President is authorized to enter into an 
agreement with such carrier for just com¬ 
pensation upon a basis not in excess of that 
reported by such board, and may include 
therein provisions similar to those author¬ 
ized under section one. Failing such agree¬ 
ment, either the United States or such car¬ 
rier may file a petition in the Court of 
Claims for the purpose of determining the 
amount of such just compensation. * * * 

Sec. 4. That the just compensation that 
may be determined as hereinbefore provided 
by agreement or that may be adjudicated by 
the Court of Claims, shall be increased by 
an amount reckoned at a reasonable rate per 
centum to be fixed by the President upon the 
cost of any additions and betterments, less 
retirements, and upon the cost of road exten¬ 
sions to the property of such carrier made 
by such carrier with the approval of or by 
order of the President while such property 
is under Federal control. 

Transportation Act, 1920, c. 91, 41 Stat. 456, 459: 

Sec. 202. The President shall, as soon as 
practicable after the termination of Federal 
control, adjust, settle, liquidate, and wind up 


all matters, including compensation, and all 
questions and disputes of whatsoever liature, 
arising out of or incident to Federal control. 

Treasury Regulations 45 (1920 ed.), relating to 
the Revenue Act of 1918: j 

Art. 49. Compensation for loss .— f * * 

where the owner of property has llost or 

transferred title by reason of the exercise of 

the power of requisition or eminent dpmain, 

* * * the amount received bv the owner 

* 

as compensation for the property may show 
an excess * * * over its cost, *! * *. 
The transaction is not regarded a^ com¬ 
pleted at this stage, however, if the taxpayer 
proceeds immediately in good faith to re¬ 
place the property, or if he makes applica¬ 
tion to establish a replacement fubd as 
provided in the following article. * * * 

If the taxpayer does not elect to replace or 
restore the property, the transaction will 
then be deemed to be completed and the in¬ 
come shall be measured by the excess !of the 
amount of the compensation received over 
the cost of the property * * *. 

Treasury Regulations 65 relating to the Rdvenue 
Act Of 1924: ; 

i 

Art. 636. Consolidated net income of 
affiliated corporations. —Subject to thfe pro¬ 
visions covering the determination olf tax¬ 
able net income of separate corporations, 
and subject further to the elimination! of in¬ 
tercompany transactions (whether c|r not 
resulting in any profit or loss to the separate 
corporations), the consolidated taxable net 
income shall be the combined net income of 
the several corporations consolidated. * * * 

Article 635 of Treasury Regulations 69 relating 
to the Revenue Act of 1926 contains the sam^ pro¬ 
vision. 





APPENDIX B 


The legislative history of the Federal Control 
Act in regard to compensation of the carriers 
shows that the compensation awarded under that 
Act is not the same as just compensation under the 
Fifth Amendment. 

H.Rep. 294, 65th Cong., 2d Sess., pp. 1-3: 

The Committee on Interstate and Foreign 
Commerce, to whom was referred the bill 
(H.R. 9685) to provide for the operation of 
transportation systems while under Federal 
control, for the just compensation of their 
owners, and for other purposes, having con¬ 
sidered the same, report thereon with a 
recommendation that it pass. 

This measure is war emergency legisla¬ 
tion, intended to meet the essential needs 
growing out of Federal control of our great 
carrier systems. It is not to be regarded as 
a bill for Government ownership or control 
of railroads or against Government owner¬ 
ship or control of railroads. The bill makes 
neither for nor against any particular kind 
of railroad regulation. It undertakes to pro¬ 
vide for war needs and only for those. 

The bill is comparatively short and easily 
understood. It consequently requires but 
brief explanation. 

The act of August 29,1916, authorized the 
President in time of war to assume the pos¬ 
session, control, and use of transportation 
systems. It provided no method for deter¬ 
mining the just compensation of the owners 
of properties thus applied to public use. The 

(34) 
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right to just compensation is a constitutional 
right, the determination of the ambunt of 
just compensation is a judicial an^. not a 
legislative question. ; 

But Congress may and should provide 
speedy and easily available judicial ijnachin- 
ery for determining this just compensation. 
(Monongahela Navigation Co. v. U\S., 148 
U.S. 312.) It is also desirable that the own¬ 
ers of the properties should, instead of being 
required to resort to the courts fdr their 
rights, be made such offers for just compen¬ 
sation as will probably result in an agree¬ 
ment between them and the United Stales, 
determinative of all rights. These two de¬ 
siderata, together with certain obfviously 
needed supplementary power as to financing 
during Federal control, are the main pur¬ 
poses of this bill. 

Section 1 is a fundamentally important 
section; for it sets the outside limits of the 
expected agreements. Its sole function is to 
provide a basis of such just and proper 
agreements as may eliminate litigation. 
This section authorizes the President to 
make agreements with the operating carriers 
under which they shall receive in lieu of their 
constitutional rights the average of their 
railtvay operating income for the three years 
ended June 30, 1917, plus an additiopal in¬ 
come at some reasonable rate to be fixed by 
the President upon the cost of additions to 
their property made during the lafet six 
months of 1917. This additional return is 
allowed for the sake of equality, a^ it is 
stated that a comparatively few of tlje car¬ 
riers have during this six months’ perjod in¬ 
vested more than $200,000,000 in property 
now applied to public use. Ordinary jtaxes. 
Federal and State, are to be paid as hitherto 


i 

i 
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out of operating income. But war taxes are 
(in effect) payable out of the standard re¬ 
turn ; the owners of railroad securities, like 
the owners of other securities, are thus left 
to carry their share of the war-tax burden. 

mJ 

The agreements authorized in section 1 are 
also to contain adequate and careful provi¬ 
sions as to depreciation and maintenance 
and for all such adjustments of accounts be¬ 
tween the Government and the carrier com¬ 
panies as may be necessary to effectuate the 
Government’s obligation of paying a just 
compensation not exceeding the three-year 
average earnings, besides keeping up the 
properties; leaving the Government, how^- 
ever, if it turns the property back improved 
or increased at Government expense to be 
reimbursed therefor. 

This standard provision will doubtless be 
found applicable to most railroad companies. 
Seventy-five great operating systems do 
more than 90 percent of the business. But 
there are some new, undeveloped, reorgan¬ 
izing companies for which some special pro¬ 
vision ought to be made. The bill accord¬ 
ingly authorizes the President to make such 
agreement as he may deem just with com¬ 
panies whose just compensation he finds will 
plainly not be measured by the three-year 
earning basis. 

Naturallv there has been much discussion 
as to the justice of the proposed basis of 
settlement. Your committee has dealt with 
this as a practical question. It consequently 
regards much of the evidence adduced before 
the committee concerning “surplus” as ir¬ 
relevant. 1 This is not the time to under¬ 
take to settle public policy as to so-called 
46 surplus earnings.” The facts are that 
these companies have during this three-year 
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period had certain earnings; that they are 
entitled as a constitutional right to have 
their just compensation adjudicated by the 
courts; that it is probable—almost certain— 
that any court would take their j average 
earnings for some reasonable period as per¬ 
suasive, perhaps conclusive, evidence of 
such just compensation. Viewing their con¬ 
stitutional right in connection with the great 
public needs of stabilizing the security 
market—of restoring and not impairing 
confidence—your committee are of the opin¬ 
ion that the average earnings of three years 
is a fair basis for a settlement of the rights 
of most of these owners against thjeir Gov¬ 
ernment and ought to be approved. Nineteen 
hundred and fifteen was one of the worst 
years in recent railroad history; the other 
two years were prosperous years. J The av¬ 
erage of the three years is therefore a fair 
test of earning power. Moreover! the in¬ 
vestment in the properties of railroads now 
taken over has been increasing at thje rate of 
about $375,000,000 a year. The proper¬ 
ties the Government now has the use of are 
larger by about a billion dollars than the 
properties that made the earnings of 1915, 
taken as one of the three years in order to 
reach the standard return. 

It is not pretended that the three-year 
basis is an accurate mathematical test of 
just compensation, but your committee does 
believe it to be a basis essentially just, and 
one that will be plainly understood, easily 
workable, and generally approved! both by 
the public and by the security holders. 

Section 3 provides “due process of law” 
for nonagreeing carriers and also authorizes 
an agreement between the President and 
any company after report by the referees 
to be appointed by the Interstate Commerce 
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Commission. It is tlie belief of your com¬ 
mittee that few, if any, cases will ever reach 
the Court of Claims. This section requires 
no explanation. 

Section 4 provides for increasing compen¬ 
sation as the properties used increase during 
the period of Federal control. * * * 

(Italics ours.) 

See also Minority Views in H.Rep. 294, Part 2, 
65th Cong., 2d Sess.; S.Rep. 246, Part 1, 65th 
Cong., 2d Sess., pp. 1-3, 4, 5: 

Since December 28 he has been operating 
those systems of transportation for war and 
national purposes. There was no provision 
in the act of August 29, 1916, for determin¬ 
ing the just compensation due as a consti¬ 
tutional right to the owners of the proper¬ 
ties thus taken over for public purposes. It 
therefore became necessary to provide the 
proper legislation to meet the two very im¬ 
portant needs; first, the proper judicial ma¬ 
chinery for determining the amount of just 
compensation thus accruing: secondly, to 
give to the President the authority to offer 
the owners of the property thus taken just 
and reasonable terms for compensation 
which, if accepted, will determine finally 
and completely all rights as between the 
Government and the owners, thus avoiding 
the delays incident to litigation and giving 
strength and stability to the security market 
and rendering assistance to our future war 
financing. 

The President, in his proclamation, in¬ 
structed the Director General to— 

enter upon negotiations with the several 
companies looking to an agreement for 
just and reasonable compensation for 
the possession, use, and control of their 
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respective properties on the basis of an 
annual guaranteed compensation above 
accruing depreciation and the mainte¬ 
nance of their properties, equivalent, 
as nearly as may be, to the average of 
the net railway operating income tjhere- 
of for the three-year period ending 
June 30,1917. 

Your committee were of opinion thajt this 
is the time for war emergency legislation 
and not the time to settle the many contro¬ 
versial and vexed questions concerning our 
future transportation policy. 

With these preliminary observations your 
committee submits a brief explanation of 
the various sections of the bill: 

Section 1 authorizes the President to 
agree with the carriers whose property has 
been taken over that during the period of 
Federal control each carrier may receive as 
just compensation—in lieu of all rights,aris¬ 
ing under due process of law—an annual 
sum not exceeding its average annual rail¬ 
way operating income for the three years 
ended June 30,1917, plus a return at a rate 
to be fixed by the President upon the cost 
of additional facilities made during tho last 
six months of 1917, the amount of such net 
earnings and the cost of such additional fa¬ 
cilities to be determined by the Interstate 
Commerce Commission and certified tb the 
President. This is in substance the Presi¬ 
dent’s suggestion. The certification of the 
commission is to be taken as conclusive for 
the purpose of such agreement. Any oper¬ 
ating income in excess of such standard 
return is to be paid into the Treasury of the 
United States and placed in the revolving 
fund provided by section 6 of this act.! 
***** 
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Section 3 provides easily available facili¬ 
ties safeguarding the constitutional rights 
of owners to have their just compensation 
determined by due proceess of law . It also 
furnishes another opportunity for settle¬ 
ment of eases which may not be satisfac- 
torily disposed of by agreements in accord¬ 
ance with the standard return, or under the 
special power of section 1. * * * (Italic 

ours.) 

See also Minority Views, in S.Rep. 246, Part 2, 
65th Cong.. 2d Sess., and in S.Rep. 246, Part 3, 
65th Cong., 2d Sess.; H.Conf.Reps. 371 and 376, 
65th Cong., 2d Sess. 
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On Petitions for Review of the Decision of the United 

States Board of Tax Appeals . 


BRIEF OF GULF, MOBILE $ NORTHERN 

RAILROAD COMPANY. 


I. STATEMENT OF THE CASE. 

This case is before the Court on Petitions for Review 
of the Decision of the United States Board of jTax 
Appeals. The Gulf, Mobile & Northern Railroad 
Company (hereinafter referred to as the taxpayer) |sets 
out three issues in its petition and David Burnet, 
Commissioner of Internal Revenue (hereinafter referred 
to as the Commissioner) sets out two different is$ues 
in his petition. 
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Timely appeals were made by the Railroad Company 
to the United States Board of Tax Appeals from the 
determination of deficiencies in income tax by the 
Co mmis sioner for the years 1920, 1924, 1925, and 
1926, as set out in deficiency letters bearing dates 
January 6, 1927 (R. 11-15, No. 5854) and November 
6, 1928 (R. 34-49, No. 5854). These appeals were 
given dockets No. 24887 and 42150, respectively, by 
the Board. The deficiencies asserted were as follows: 

1920....$14,731.74 (R. 11, No. 5854) 

1924 . 9,690.95 ) 

1925 . 15,391.97 [ (R. 35, No. 5854) 

1926 . 1,973.31 ) 

In arriving at the net income for the respective years 
on which the aforesaid deficiencies were based the 
Commissioner made numerous adjustments and the 
petitions to the Board involved a number of issues, all 
of which have been disposed of by the Board in its 
decision except the three issues complained of by the 
taxpayer and the two issues complained of by the 
Commissioner. 

The two proceedings before the Board of Tax Appeals 
were consolidated for hearing and decision along with 
other appeals of the Meridian & Memphis Railway 
Company for 1922 and of the Jackson & Eastern Rail¬ 
way Company for the years 1923 to 1926, inclusive. 
In its second revised decision (R. 104-105, No. 5854) 
the Board found with respect to the years here involved 
as follows: 


1920 Unpaid assessment to be collected. $1,111.97 

1920 Overassessment to be abated. 7,622.86 

1924 Deficiency. 9,582.62 

1925 Deficiency. 14,640.54 

1926 Overassessment and overpayment. 505.01 












The Board’s findings of fact and opinion were pro¬ 
mulgated on February 20th, 1931 (R. 51-95, No. 5854). 
The Board’s first decision was entered September 30th, 
1931 (R. 97-8, No. 5854). It entered the revised! de¬ 
cision on November 7th, 1931 (R. 98-100, No. 5854), 
and on January 25th, 1932, it entered its second reyised 
decision (R. 104-105, No. 5854). | 

By stipulations of the parties the petitions! for 
review are taken to this Court. 

II. FACTS. ! 

1. From prior to December 31, 1917, to date, the 

taxpayer owned all the stock of the Meridian & Mem¬ 
phis Railway Company, and the two companies were 
affiliated for income tax purposes throughout the 
years involved in these proceedings. Consolidated 
returns were filed for the years 1920 to 1926 inclusive 
(R. 56, 119, No. 5854). j 

2. Taxpayer’s railroad and equipment were taken 
over by the President of the United States, and were 
under control of the Director General of Railroads 
throughout the period from January 1, 1918, to Feb¬ 
ruary 29, 1920, inclusive. They were turned back to 
taxpayer at midnight on February 29, 1920, under the 

terms of the Transportation Act of 1920 (R. 58, No. 
5854). 

There was no written “standard agreement” between 
taxpayer and the Government in respect to Federal 
control of its properties. After the properties were 
returned to taxpayer on February 29, 1920, it made a 
final settlement with the Director General as a result 
of which it paid to the Director General the sum of 
$100,000.00, which was in full of all charges against it 
(R. 27, No. 5854). ! 
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3. Among the properties taken over by the President 
on December 31, 1917, were material and supplies 
which had cost taxpayer $286,664.26. The Director 
General turned back at the end of the control period 
material and supplies, the cost to him and the value 
of which was $275,912.03. In the aforesaid final 
settlement, taxpayer was allowed the sum of $61,314.18 
on its claim for shortages in the inventory of material 
and supplies turned back to it by the Director General 
over the inventory of material and supplies which it 
turned over at the beginning of the period (R. 58, 
112, No. 5854). 

When the President took over taxpayer's properties 
as of December 31, 1917, an entry was made on its 
books charging the United States with $286,664.26, 
the cost of material and supplies. This entry stood 
until after the final settlement with the Director 
General, when it was cleared in 1920, with all the other 
accounts entering into said settlement, through the 
profit and loss account. This charge to the United 
States was not an account receivable, but was a memor¬ 
andum charge, because taxpayer expected to have the 
material and supplies returned in kind, grade, and 
quality as the law provided (R. 114-115, 118-119, 
No. 5854). 

In computing the taxpayer's net income for 1920 
the Commissioner has included therein the sum of 
$50,561.95, arrived at by taking from the sum of 
the inventory of material and supplies turned back 
plus the amount allowed taxpayer in the final settle¬ 
ment, the amount of the original inventory. The 
Board of Tax Appeals approved this action of the Com¬ 
missioner (R. 58, 82-84, No. 5854). 

4. In 1920 the Postmaster General paid to taxpayer 
the sum of $15,706.62 as additional compensation for 
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carrying the mails in 1916 and 1917, under order of the 
Interstate Commerce Commission, Case No. 92Q0. 
The Commissioner has included $4,000.00 of this 
amount in 1920 income as determined by him (R. 
58-59, No. 5854). The Board of Tax Appeals first 
held such action erroneous (R. 85, No. 5854) but laiter 
reversed its holding and approved such action (R. 
100-103, No. 5854). Taxpayer keeps its books on the 
accrual basis (R. 111-112, No. 5854). j 

i 

5. From 1913 to 1916, inclusive, taxpayer’s sub¬ 
sidiary, the Meridian & Memphis Railway Company, 
sold its bonds at a discount, and under the Interstate 
Commerce Commission rules it set up on its books the 
amount of the discount as a deferred charge to I be 
amortized over the remaining life of the bonds. It has 
consistently written off each year the applicable part 
of said discount, and in each of the years 1924, 1925, 
and 1926, it wrote off $4,585.32, and that amount Was 
claimed as a deduction in the consolidated tax returns 
for those years. The Commissioner disallowed the 
deduction on the ground that the bonds are inter¬ 
company obligations, and the Board of Tax Appeals 
approved such action (R. 61, 88, 119-120, No. 5854). 

6. Prior to Federal control the taxpayer had com¬ 
menced construction on a line of railroad from McLean 
to Pieve, Mississippi, known as the Blodgett Braiich, 
and had also begun construction of an extension of its 
fine of railroad between Middleton and Jackson, 
Tennessee, known as the Jackson Extension. Both of 
these projects were for the purpose of removing timber 
from virgin territories. The Blodgett Branch was 
completed and put in operation during the year 1918, 
and the Jackson Extension was completed and put in 


i 

i 

i 
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operation on September 1,1919. The Director General 
recognized the fact that these two extensions had a 
definite short life of around twelve years and in the 
final settlement the taxpayer was allowed the sum of 
$75,000.00 as compensation for the use of the projects 
referred to herein from the date such properties were 
completed until the end of Federal control. This 
amount was based upon an estimate of the earnings 
which would have accrued to the taxpayer during the 
period of Federal control after the projects were put 
in operation had it been permitted to operate said 
projects itself. The amount received was in addition 
to the compensation for the use of taxpayer’s properties 
during Federal control, based upon the so-called 
standard return for the test period (R. 19, 36-37, 
55-57, No. 5853). 

The Board of Tax Appeals held that the amount in 
question constituted taxable income for the years 1918 
and 1919, and the two months of 1920, and held that 
the net taxable income of the taxpayer for the year 1920 
as determined by the Commissioner in his notice of 
deficiency should include only the amount of $9,375.00, 
representing that portion of the compensation allocable 
to the period from January 1 to March 1, 1920 (R. 
3fi-37, No. 5853). 

7. In the final settlement with the Director General 
during the year 1920, the taxpayer received as rental 
interest an amount of $56,521.02, representing 6% 
per annum upon the cost of additions and betterments 
to its properties during the Federal control period 
from the date each project was completed and placed 
in operation to the end of Federal control. The Board 
of Tax Appeals held that this amount constituted 
taxable income for the period of Federal control from 
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the date the respective projects were completed and 
placed in operation to the end of Federal control^ and 
held that the net taxable income of the taxpayer for 
the year 1920 as determined by the Commissioner in 
his notice of deficiency should include only the amount 
of $13,439.61, representing that portion of said rental 
interest allocable to the period from January 1 to 
March 1, 1920 (R. 19, 37-38, 55-57, No. 5853). j 

III. ASSIGNMENTS OF ERROR. 

The taxpayer, in its petition for review, sets oujt the 
following assignments of error: 

1. The Board of Tax Appeals erred in sustaining 
appellee’s determination that there was a gain of 
$50,561.95 as the amount returned to appellant for 
material and supplies at the end of the Federal control 
period, in excess of the amount of material and supplies 
taken over by the Director General at the beginning 
of the Federal control period, the Board having failed 
to find that there was any evidence upon whibh it 

could base a conclusion as to the actual gain. 

> 

2. The Board of Tax Appeals erred in holding in its 
order dated December 19, 1931, that the additional 
compensation for the transportation of United States 
mails received by appellant in 1920, should be included 
in taxable income for that year. 

3. The Board of Tax Appeals erred in holding! that 
appellee correctly disallowed as a deduction the Meri¬ 
dian & Memphis Railway Co. bond discount of 
$4,585.32 for each of the years 1924, 1925 and 1926, in 
computing the consolidated net income of appellant 
and its subsidiary for those years. 


! 

i 
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4. The Board of Tax Appeals erred in determining 
that there was an unpaid assessment of $1,111-97 to 
be collected for the year 1920. 

5. The Board of Tax Appeals erred in its determina¬ 
tion of the amount of deficiencies for the years 1924 
and 1925, and in its determination of the amount of the 
overassessment and overpayment for the year 1926. 

The Commissioner, in his petition for review, sets 
out the following assignments of error: 

1. The Board of Tax Appeals erred in holding that 
the amount of compensation paid to the taxpayer by 
the Director General of Railroads for the use of its 
properties known as the Blodgett Branch and the 
Jackson Extension was income proratably during the 
period of Federal control from the date these projects 
were completed until the end of Federal control period. 

2. The Board of Tax Appeals erred in holding that 
the amount of compensation paid to the taxpayer by 
the Director General of Railroads for the use of its 
properties known as the Blodgett Branch and the 
Jackson Extension was not taxable income in its 
entirety for the year 1920. 

3. The Board of Tax Appeals erred in holding that 
the amount of rental interest paid to the taxpayer by 
the Director General of Railroads on additions and 
betterments to its properties was income proratably 
during the period of Federal control from the date such 
additions and betterments were completed and placed 
in operation to the end of Federal control. 

4. The Board of Tax Appeals erred in holding that 
the amount of rental interest paid to the taxpayer by 
the Director General of Railroads on additions and 
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betterments to its properties was not taxable income 
in its entirety for the year 1920. : 

5. The Board of Tax Appeals erred in not findiji g a 
deficiency in tax for the calendar year 1920 in the sum 
of $4,402.77 and in addition thereto finding that there 
was an unpaid assessment of taxes for the year 1920 
to be collected in the sum of $8,734.83. 

IV. THE LAW. 

! 

The following parts of the statutes are involved 
herein: I 

Federal Control Act enacted March 21, 1918: 

Sec. 1. That the President, having in tinde of 
war taken over the possession, use, control, and 
operation (called herein Federal control) of certain 
railroads and systems of transportation (called 
herein carriers), is hereby authorized to agree with 
and to guarantee to any such carrier making 
operating returns to the Interstate Comnierce 
Commission, that during the period of such 
Federal control it shall receive as just compensation 
an annual sum, payable from time to time in 
reasonable installments, for each year and pro 
rata for any fractional year of such Federal control, 
not exceeding a sum equivalent as nearly as |may 
be to its average annual railway operating income 
for the three years ended June thirtieth, nineteen 
hundred and seventeen. 

That any railway operating income accruing 
during the period of Federal control in excess of 
such just compensation shall remain the property 
of the United States. * * * | 

Every such agreement shall also contain 
adequate and appropriate provisions for the main¬ 
tenance, repair, renewals, and depreciation of the 
property, for the creation of any reserve^ or 
reserve funds found necessary in connection 

i 


dC'-' 
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therewith, and for such accounting and adjust¬ 
ments of charges and payments both during and 
at the end of Federal control as may be requisite 
in order that the property of each carrier may be 
returned to it in substantially as good repair and 
in substantially as complete equipment as it was 
in at the beginning of Federal control. * * * 

Sec. 2. That if no such agreement is made, or 
pending the execution of an agreement, the 
President may nevertheless pay to any carrier 
while under Federal control an annual amount, 
payable in reasonable installments, not exceeding 
ninety per centum of the estimated annual amount 
of just compensation, remitting such carrier, in 
case where no agreement is made, to its legal rights 
for any balance claimed to the remedies provided 
in section three hereof. * * * 

Sec. 4. That the just compensation that may be 
determined as hereinbefore provided by agree¬ 
ment or that may be adjudicated by the Court of 
Claims, shall be increased by an amount reckoned 
at a reasonable rate per centum to be fixed by the 
President upon the cost of any additions and 
betterments, less retirements, and upon the cost 
of road extensions to the property of such carrier 
made by such carrier with the approval of or by 
order of the President while such property is under 
Federal control. 

Revenue Act of 1921+: 

Sec. 240. (a) Corporations which are affiliated 
within the meaning of this section may, for any 
taxable year, make separate returns or, under 
regulations prescribed by the Commissioner with 
the approval of the Secretary, make a consolidated 
return of the net income for the purpose of this 
title, in which case the taxes thereunder shall be 
computed and determined upon the basis of such 
return. * * * 

(b) In any case in which a tax is assessed upon 

the basis of a consolidated return, the total tax 

shall be computed in the first instance as a unit. 
* * * 
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Section 240 of the Revenue Act of 1926 contains 
identical provisions applying to the years 1925 and 
1926. 

V. QUESTIONS PRESENTED. 

The questions presented for argument in the tax¬ 
payer’s petition for review are: 

1. Did taxpayer realize a taxable profit of $50,501.95 
in the final settlement with the Director General in 
1920, upon allowance to it of $61,314.18 to make it 
whole on its inventory of material and supplies, which 
was taken over by the President on January 1, 191$? 

2. Did taxpayer realize a taxable profit in 1920 upon 

the payment to it in that year of $4,000.00 by the 
Postmaster General as additional compensation for 
carrying the mails in 1916 and 1917? j 

3. Was taxpayer entitled to deduct in each of j the 
consolidated tax returns for 1924, 1925, and 1926, the 
sum of $4,585.32, representing the amount of bond 
discount amortized by the Meridian & Memphis Rail¬ 
way Company, its 100% owned subsidiary in those 
years? 

The questions presented for argument in the Com¬ 
missioner’s petition for review are: 

i 

4. Should the $75,000.00 allowed to taxpayer in the 
final settlement with the Director General, as additional 
compensation to it for the use of its Blodgett Brainch 
and Jackson Extension during parts of the Fedferal 
control period, be treated as income all in 1920 w^ien 
the final settlement was made, or as income realized 
over the period of use, as the Board of Tax Appeals 
held? 
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5. Should the $56,521.02 allowed to taxpayer in the 
final settlement with the Director General, as com¬ 
pensation for the use of additions and betterments 
made to taxpayer's railroad during the Federal control 
period (commonly called rental interest), be treated as 
income all in 1920 wdien the final settlement was made, 
or as income realized over the period of such use as the 
Board of Tax Appeals held? 

VI. ARGUMENT. 

The foregoing questions w’ill be presented in the 
order there stated. 

1. Did taxpayer realize a taxable profit of 
$50,561.95 in the final settlement with the 
Director General in 1920, upon allowance to 
it of $61,314.18 to make it whole on its in¬ 
ventory of material and supplies, which was 
taken over by the President on January 1, 
1918? 

% 

At the close of business, December 31, 1917, taxpayer 
and the Meridian & Memphis Railway Company had 
on hand an inventory of material and supplies which 
had cost $286,664.26. On January 1, 1918, the 
President of the United States took over the properties 
of said companies and along with them the said material 
and supplies. The railroad company then made a 
memorandum entry on its books charging the United 
States with $286,664.26 on account of such material and 
supplies. This entry was never considered an account 
receivable, but stood as a memorandum charge until 
the final settlement with the Director General in 1920 
(R. 58, 112-119, No. 5854). 

The railroad companies neither bought nor sold any 




material or supplies during the Federal control period. 
When the roads were turned back to the carriers at 
midnight of February 29, 1920, under the provisions of 
the Transportation Act of 1920, the Director General of 
Railroads delivered over to the taxpayer and the 
Meridian & Memphis Railway Company an inventory 
of material and supplies which had cost him $275,912.03, 
or which was carried at that figure on his books. This 
amount was entered on the taxpayer's books on March 
1, 1920, as the value of material and supplies received 
from the Director General and the memorandum charge 
to the United States of $286,664.26 for material and 
supplies, made January 1, 1918, remained (RJ. 58, 
112-119, No. 5854). j 

Negotiations were soon entered into looking to a 
settlement between taxpayer and the Director General, 
and on or about September 20, 1920, a final settlement 
was effected in which the Director General allowed tax¬ 
payer the sum of $61,314.18 in respect of its clapn for 
shortage in material and supplies returned to it ov^r the 
quantity which it parted with on January 1, 1918 (R. 
58, 112, No. 5854). 

The Commissioner computed a profit of $50,561.95 
to taxpayer on this transaction, which amount he in¬ 
cluded in taxpayer's 1920 income—this alleged profit 
being computed as follows: 

Inventory of material and supplies turned 
over by Director General to taxpayer 
and the Meridian & Memphis Railway 

Company. $275,912.03 

Amount allowed taxpayer in final settle¬ 
ment on inventory and supplies. 61,3jL4.18 

$337,226.21 

Inventory of material and supplies taken 
over by the President, January 1,1918.... 286,664.26 


Difference. $50,561.95 
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The Board of Tax Appeals approved the Com¬ 
missioner's determination (R. 58, 82-4, No. 5854). 

The material and supplies which the Director General 
returned to taxpayer was inferior in quality to that 
which he received (R. 120-122, No. 5854), as well as 
being less in quantity, but the settlement of September 
20, 1920, comprehended an allowance of $61,314.18 
only for actual shortage (R. 113, No. 5854). Taxpayer 
received nothing whatever in consideration of the 
inferior quality of the material and supplies received 
back from the Director General. 

The question presented is: Did taxpayer, in view 
of the facts stated, realize taxable income in 1920 in 
the amount of $50,561.95? 

The applicable parts of the Federal Control Act of 
March 21, 1918, are set out above. The pertinent 
provisions therein are: 

1. That the railroads should be paid just com¬ 
pensation for the use of their property. (Sec. 1, 
first paragraph.) 

2. That any excess in railway operating income 
over the just compensation should remain the 
property of the United States. (Sec. 1, second 
paragraph.) 

3. That the property of each carrier should “be 
returned to it in substantially as good repair 
and in substantially as complete equipment as it 
was in at the beginning of Federal control * * *” 
(Sec. 1, fourth paragraph.) 

Obviously the Government did not intend to pay the 
owners more than “just compensation" for the use of 
their property. It did not contemplate returning the 
property and at the same time paying a profit on it, 
after paying just compensation. 




The question of just compensation is not involved 
here—the Government having discharged its obligation 
for such. The Director General had no authority to 
pay more and no authority to pay for property which he 
returned to the carrier. It must be assumed that he 
acted within his authority in the instant case, because 
the Commissioner makes no contention to the contrary. 

The question then resolves itself into this:j Did 
taxpayer realize a profit upon an allowance of $61,^14.18 
made by the Director General in the final settlement, 
which allowance was necessary in order to make ap¬ 
pellant whole—to return the property? 

If the Director General had returned material and 
supplies in quantity and quality equal to that received 
by the President on January 1, 1918, of coujrse no 
allowance would have been necessary. Having’ failed 
to do this it was up to him to make taxpayer whole as 
provided by the statute set out above. 

The Director General failed to make taxpayer! whole 
as to quality but he did as to quantity by the payment 
of the $61,314.18. The record shows that in thie final 
settlement taxpayer and the Director General matched 
the quantities of material and supplies taken over 
against the quantities returned back, and after balanc¬ 
ing the overages of one kind against the shortages of 
another, it would have required $61,314.18 to purchase 
the excess of the shortages over the overages, apd the 
Director General allowed this amount to taxpayer in 
the settlement. In other words, it required a payment 
of $61,314.18 to make taxpayer whole—to put it| in the 
same position as it was January 1, 1918, as to the 
quantity of material and supplies on hand. This does 
not take into consideration the fact that the material 
and supplies returned were of an inferior quality, much 
of which could not be used by taxpayer at all. 
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In the face of these uncontradicted facts, the Com¬ 
missioner claims that taxpayer realized a profit of 
$50,561.95. Yet to sustain this contention would be to 
hold that the Director General performed an illegal 
act—that he paid taxpayer a profit (after paying just 
compensation) which is not authorized by the law. 

The Commissioner obviously confused the increase 
in market value of materials and supplies from January 
1, 1918, to February 29, 1920 (or to September 20, 1920) 
along with corresponding increases in value of all other 
property with the realization of taxable profit. If tax¬ 
payer had an engine worth $25,000.00 when taken over 
by the Government on January 1, 1918, and that same 
engine was worth $35,000.00 w’hen returned, there 
would be no taxable profit to taxpayer. A profit is 
realized only upon sale or other disposition of property, 
yet in the Commissioner's theory, taxpayer would have 
realized a profit of $10,000.00. 

It must be remembered that taxpayer was not 
buying and selling (as merchandise) the various items 
entering into its so-called inventory of material and 
supplies. It was only buying and carrying on hand a 
stock for its own use. The fluctuation in the amount in 
dollars and cents between the beginning and end of the 
year did not constitute a profit and loss item as in a 
mercantile business where the ‘'inventory' 7 is the stock 
in trade. Taxpayer's inventory of material and 
supplies was as much a capital asset as its engines, cars, 
and track. All of it was fungible property which the 
Government took over and all of it was fungible 
property which the Government was bound under the 
law to return "in substantially as good repair and in 
substantially as complete equipment as it was in at the 
beginning of Federal control." {Lehigh & Hudson 
River Ry . Co. v. Com., 36 Fed. (2d) 721.) 




The excess of the value of the inventory on February 
29, 1920 (or September 20, 1920), over the vajue on 
January 1, 1918, was merely an appreciation iri value 
of the same inventory items or their equivalent, | which 
took place at a time when taxpayer was not in possession 
of the inventory and consequently not in a position to 
dispose of it or to realize a profit upon it. Mere ap¬ 
preciation in value of property does not give Kse to 
taxable income. Before there can be taxable ihcome, 
the owner must dispose of the property at a price in 
excess of his cost. Between January 1, 191^, and 
February 29, 1920, taxpayer could not dispose \of any 
of its property. The receiving back of it on February 
29, 1920, or the equivalent, is the direct converse of 
disposing of it. (Indiana Harbor Belt Railroad Co ., 
16 B. T. A. 279.) How, then, could taxpayer realize 
a profit? And especially when the Director General 
was not authorized to pay a profit. 

If the Court should hold that the allow’abce of 
$61,314.18, paid in order to make good the inventory 
of January 1,1918, was equivalent to the sale or disposal 
of part of said inventory and that it would give rise to 
taxable income to the extent of the profit thereifi, then 
that profit would not be $50,561.95. The only profit 
which could reasonably be computed on such a holding 
would be arrived at as follows: 

i 

Total cost of inventory of January 1, 1918 $286^664.26 
Cost of inventory February 

29, 1920. $275,912.03 

Allowance necessary to make 
taxpayer whole. 61,314.18 


Total value February 29, 1920 $337,226.21 337|,226.21 


Difference which the Commissioner calls 

profit. $50,561.95 

50,561.95 

- = .15 or 15%. 


337,226.21 
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In other words, every dollar of the $337,226.21 would 
represent 15 cents profit and 85 cents return of January 
1, 1918, cost. Therefore the correct profit, in case the 
Court should hold that there was any profit, would be, 
not $50,561.95, but 15% of $61,314.18, or $9,197.13. 
This amount of $9,197.13 is the most profit that could 
have been realized by taxpayer on any theory. 

Put it another way. The $286,664.26 inventory in¬ 
creased in value between January 1, 1918, and February 
29, 1920, to $337,226.21. The quantity which the 
Director General failed to return, worth $52,117.05 on 
January 1, 1918, would reasonably have increased in the 
same ratio. So the Director General paid taxpayer 
$61,314.18 for this shortage, or a profit thereon of 
$9,197.13. 

In Lehigh Hudson River Ry. Co. v. Commissioner , 
(2d C. C. A.), 36 Fed (2d) 721, the same issue was 
involved as is involved here, but the facts differed. 
That case was decided on the assumption that the 
identical quantity of material and supplies that was 
taken over from the carrier on January 1, 1918, was 
returned to it on March 1, 1920, and that, therefore, 
the amount of money and property paid to the carrier 
in excess of its cost was profit computed as follows: 


Material and supplies returned 3/1/20.... $223,000.00 

Cash payment allowed. 234,800.00 

Total. 457,800.00 

Material and supplies taken Jan. 1, 1918 336,000.00 

Profit realized. $121,800.00 


In approving the decision of the Commissioner and 
the Board of Tax Appeals, the Court said: 

“(4) A question of fact alone remains. The 
Commissioner assumed in his calculation that the 







supplies turned over on March 1, 1920, which had 
cost $223,000, were equal in quantity to Supplies 
on hand on January 1, 1918, which had cost the 
same amount. It was by subtracting tips sum 
from the cost of the supplies on hand on Jjanuary 
1, 1918, that he found the cost of the Supplies 
used and not replaced ($113,000), the figure which 
he subtracted from the allowance ($234,000). 
Obviously the assumption may or may not have 
been true; probably it was not, because the cost 
of such supplies was rising and he must have bought 
a large part of them during his operation of the 
road. Suppose for instance that all the supplies 
were coal whose cost w r as $4 a ton on January 1, 
1918, and an average of $5 between then andjMarch 
1, 1920. If the Director General had bpmt all 
the original coal, and the cost of what he jturned 
over on March 1, 1920, was $223,000, that would 
have amounted to 44,600 tons, and the shortage 
was 39,400 tons, instead of 28,250. In suOh case 
the petitioner’s profit was $77,200, instead of 
$121,800. | 

The board dealt with this question uncfer the 
burden of proof, correctly as we think. Jt was 
easy for the railway to prove the shortage j in the 
supplies in kind, without leaving the master to 
presumption. It was easy, also, to prove what 
part of the cost of $336,000 this shortage! repre¬ 
sented. Having failed to make such proof, the 
board could do nothing but assume a dollar for 
dollar equivalency and fix its profit accordingly.” 


Thus on the facts in that case, or rather the failure 
of the carrier to prove the facts under its burden of 
proof, the Board and the Circuit Court approved the 
Commissioner’s determination of profit. That this 
was true is perfectly obvious from the language]of the 
Board in its decision in Indiana Harbor Belt Railroad 


Co., 16 B. T. A. 279. 

In the instant case, however, taxpayer has proven 
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that the quantity of material and supplies returned was 
less than the quantity taken over and that the payment of 
$61,314.18 was for this shortage (R. 113-114, No. 5854). 
It remains then only to determine how much of this 
payment represented cost to taxpayer of the shortage 
and how much was profit. That determination is 
set out above. The Lehigh & Hudson River Ry. Co. 
case therefore supports taxpayer's contention here 
made. 

In Los Angeles & Salt Lake Railroad Co., 18 B. T. A. 
168, the Board of Tax Appeals followed the Lehigh & 
Hudson River Ry. Co. case (supra) because in that 
case also the petitioner had failed to prove “shortage" 
or “overage" as provided for under its contract with 
the Director General. 

It is, therefore, submitted that taxpayer did not 
realize a taxable profit of 850,561.95 on material and 
supplies in the final settlement with the Director 
General. 

2. Did taxpayer realize a taxable profit in 1920 
upon the paytnent to it in that year of $4,000.00 
by the Postmaster General as additional 
compensation for carrying the mails in 1916 
and 1917? 

On December 23, 1919, the Interstate Commerce 
Commission awarded to taxpayer additional pay for 
carrying the mails over the period of June 30, 1916, 
to December 31, 1917, and this additional compensation 
was paid to taxpayer by the Postmaster General in 
1920. The Commissioner included 84,000.00 of the 
amount so received in taxpayer's 1920 income (R. 
58-9, 122, No. 5854). The Board first held that the 
Commissioner's action was erroneous, because taxpayer 
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was on the accrual basis (R. 85, No. 5854), blit later 
reversed itself and affirmed the Commissioner's! action 
(R. 101-2, No. 5854). Taxpayer was on the accrual 
basis (R. 111-112, No. 5854). | 

Section 5 of the Act of Congress of July 28l 1916, 
39 Stat. 425, provided that the Postmaster (general 
should, as soon as practicable thereafter, readjust the 
compensation to be paid the railroads carrying the 
mails after June 30,1916. It is not necessary to enumer¬ 
ate the details of the provision but it is enough to say 
that taxpayer was then put on notice retroactive to 
June 30, 1916. The section provided that th£ then 
existing rates should be paid until the adjustment took 
place. There was also a provision for final review and 
approval by the Interstate Commerce Commission and 
this took place on December 23, 1919 (Case 9200, 
56 I. C. C. 1). | 

Taxpayer rendered the service here in question in 
1916 and 1917. The only thing remaining to be done 
to definitely fix the amount of the compensation to be 
paid therefor was to determine the rate of pay.j This 
was done in 1919 by the Interstate Commerce Commis¬ 
sion. Thereafter the Postmaster General computed 
the amount and paid it to taxpayer in 1920. 

Since taxpayer was on the accrual basis, the 84,000.00 
should be treated as income when it accrued. It is not 
necessary for this Court to decide whether the accrual 
was in 1916 and 1917 or in 1919, because those years 
are not before it. It is sufficient for it to decide the 

l 

question of whether it should be accrued in 1920. ! 

It is now well established that items accrue for income 

I 

tax purposes whenever all the factors are kno^n or 
determinable wdrich are necessary to fix with certainty 
the amount of the liability in question. U. jS. v. 
Anderson , 269 U. S. 422, 46 S. Ct. 131; Crowninshield 
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Shipbuilding Co., 24 B. T. A. 925; Midland Valley 
Railroad Co., 19 B. T. A. 423, affirmed by 10th Circuit, 
57 Fed. (2d) 1042. 

In Continental Tie and Lumber Co., 286 U. S. 290, 
52 S. Ct. 529, the taxpayer was on the accrual basis. 
In 1923 it received payment of an award under Section 
204 of the Transportation Act of 1920. That Act 
provided that the Interstate Commerce Commission 
should determine the amount of the award, if any. 
This Commission issued some general regulations in 
1920 governing the computation and submission of 
data for determining the amount of awards, but did 
not decide certain questions definitely until in 1921 and 
did not finally determine the amount of the taxpayer's 
award until in 1923. The Court nevertheless held 
that all of the events necessary to fix the amount of 
the award had taken place in 1920 and that the award 
accrued and was income in that year. 

This case ( Continental Tie and Lumber Company) 
was decided by the Supreme Court May 16, 1932, and 
is the last word on this question of accruing income. 
It came four months after the Board had entered its 
last revised decision in the instant case, and it does 
not seem necessary to discuss the authorities relied 
upon by the Board in reversing itself. 

By the end of 1919 everything had occurred by which 
the award to taxpayer for back mail pay could be com¬ 
puted. It is, therefore, submitted that the Board erred 
in holding that §4,000.00 of the back mail pay was 
income in 1920. 

3. Was taxpayer entitled to deduct in each 
of the consolidated tax returns for 1924 
1925, and 1926 the sum of $4,585.32, repre¬ 
senting the amount of bond discount amor- 


tized by the Meridian & Memphis Railway 
Company, its 100% owned subsidiary in those 
years? 

During 1913 to 1916, inclusive, the Meridian & 
Memphis Railway Company sold its 30-year bonds of a 
face value of $675,000.00 at a discount of approxinjiately 
$131,000.00. Under Interstate Commerce Cojnmis- 
sion rules it was not permitted to write off this discount 
in those years, as the bonds were sold, but was required 
to set it up on its books and amortize the amount thereof 
over the life of the bonds. The amount of such amorti¬ 
zation charged off each year after 1916 was $4,^85.32 
(R. 61, 119-120, No. 5854). | 

A short time after said bonds were issued taxpayer 
acquired all the stock of the Meridian & Mepiphis 
Railway Company, from which date the two companies 
have been affiliated for income tax purposes. At the 
end of the Federal control period taxpayer acquired 
the outstanding bonds of the Meridian & Memphis 
Railway Company from the War Finance Corpoiktion, 
which had acquired them during the Federal control 
period from the original purchaser thereof. Since that 
time the Meridian & Memphis Railway Company has 
paid the interest on said bonds to taxpayer. Likewise 
the Meridian & Memphis Railway Companyj con¬ 
tinued to write off each year the sum of $4,585132 as 
amortization of the discount at which it sold the bonds 
(R. 61, 119-120, No. 5854). 

In computing consolidated net income of taxpayer 
and the Meridian & Memphis Railway Company for 
each of the years 1924, 1925, and 1926 the Commis¬ 
sioner disallowed as a deduction the aforesaid amount 
of $4,585.32 on authority of the decision of the Board 
of Tax Appeals in New Orleans , Texas, and Mexico 
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Railroad Company , 6 B. T. A. 436, and the Board 
likewise followed its former decision, when the instant 
case came before it, and affirmed the Commissioner's 
action (R. 38, item j, and 88, No. 5854). 

During the years 1924, 1925, and 1926, taxpayer 
owned the bonds in question and the Meridian & 
Memphis Railway Company paid to it the interest 
as it accrued thereon. This interest payment was 
clearly an inter-company transaction which would not 
affect consolidated income. On the individual basis, 
however, the Meridian & Memphis Railway Company 
would be allowed the deduction from income, because 
it paid the interest, and taxpayer would be compelled 
to include the amount in its income because it received 
it. But when the income of the two companies was 
combined into consolidated income, because of affilia¬ 
tion, the one entry off-set the other so that consolidated 
net income was not affected. The consolidated group 
had no more and no less than it had before—a splendid 
illustration of a non-taxable transaction between two 
affiliated companies. 

But when an item entering into the computation of 
net income of one member of an affiliated group does 
not appear conversely in the income of another member 
it is not an intercompany transaction and is not elimi¬ 
nated from the consolidated net income. 

Such an item was the bond discount item which the 
Meridian & Memphis Railway Company deducted 
each year in the amount of $4,585.32. This was not 
income to taxpayer. Taxpayer did not receive any¬ 
thing. Not only were the net assets of the Meridian 
& Memphis Railway Company reduced each year by 
the amount of the deduction, but likewise the total net 
assets of both companies together was that much less 
each year. (Sec. 240, Rev. Acts 1924 & 1926, supra). 






25 


Therefore, it was not an intercompany transaction 
and should be allowed as a deduction in consolidated 
net income just the same as any other deduction of the 
Meridian & Memphis Railway Company which was 
not income to the taxpayer. 

It must be remembered that the writing off of the 
bond discount by the Meridian & Memphis Railway 
Company was the amortizing of a deferred charge yhich 
it incurred through sale of its bonds before taxpayer 
owned either its stock or bonds. It is the regijdarly 
recognized and authorized method of taking calre of 
bond discount when corporations are on the accrual 
basis, as in this case, and is in conformity with Treasury 
Department regulations. See Art. 545 of Treasury 
Regulations No. 65 and 69. Taxpayer will realize 
100 cents on the dollar at maturity for the bonds of 
the Meridian & Memphis Railway Company which 
it holds, so that the writing off of this loss bjf the 
Meridian & Memphis Railway Company in no way 
affects it. Since the Meridian & Memphis Railway 
Company could not write off the total discount 4s the 
bonds were sold, to deny it the right to amortize the 
amount over the period is to deny it the loss altogether. 

It is not believed that the Co mm issioner would have 
disallowed the deductions in question but for the 
Board’s decision in the New Orleans , Texas & Mexico 
Railroad Company case (supra). It is therefore perti¬ 
nent to examine the Board’s decision and the facts in 
that case. 

An examination of that case discloses the fact| that 
the Board did disallow a deduction for bond discount 
incurred under circumstances almost identical j with 
those in the instant case. But the Board did not discuss 
the issue and rested its decision on the case of Gould 
Coupler Co., 5 B. T. A. 499. The latter case decided 
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another issue altogether and furnishes no authority 
whatever for the position taken by the Board in New 
Orleans , Texas, and Mexico Railroad Company case. 

Consideration of the Gould Coupler case, however, 
is very enlightening in connection with the instant 
question. There the Board discussed at length the 
nature of consolidated income in the light of the legis¬ 
lative history of the provision. It sets forth the view 
that Congress intended consolidated income to be 
the income of the affiliated group as one economic 
unit. In the light of this discussion, it appears that 
taxpayer's contention in the instant case is sound, 
because, if the Meridian & Memphis Railway Company 
and it are considered as one economic unit, the unit 
would still be entitled to the deduction claimed (Sec. 
240, supra). 

It is therefore submitted that the Board erred in 
denying the bond discount deductions in question. 

4. Should the $75,000.00 allowed to taxpayer in 
the final settlement with the Director General, 
as additional compensation to it for the use 
of its Blodgett Branch and Jackson Extension 
during parts of the Federal control period, 
be treated as income all in 1920 when the 
final settlement was made, or as income real¬ 
ized over the period of use, as the Board of 
Tax Appeals held? 

5. Should the $56,521.02 allowed to taxpayer in 
the final settlement with the Director General, 
as compensation for the use of additions and 
betterments made to taxpayer’s railroad dur¬ 
ing the Federal control period (commonly 
called rental interest), be treated as income all 
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in 1920 when the final settlement was made, 
or as income realized over the period of such 
use, as the Board of Tax Appeals held? 

These two questions can well be considered together. 

Prior to Federal control, taxpayer had begun con¬ 
struction of extensions of its line, known as the Blddgett 
Branch and the Jackson Extension. The construction 
was not completed at the time the road was taken! over 
by the President and thereafter the Director General 
completed the extensions and charged the cost thereof 
to taxpayer. In the final settlement after termination 
of Federal control taxpayer was allowed §56,521.02 
as compensation, commonly called rental interest, for 
the use of these lines by the Director General for the 
period from their completion, respectively, to the end 
of Federal control. 

The amount of $56,521.02 thus allowed represents 
6% per annum upon that portion of the cost of such 
extensions which was incurred during the period of 
Federal control. No part of it is computed uponj that 
portion of the cost which had been incurred prior to 
Federal control. 

In addition to the aforesaid amount of $56,521.02, 
taxpayer was allowed an additional lump suijn of 
$75,000.00 as compensation for the use of saic^L ex¬ 
tensions. This latter sum was allowed because! tax¬ 
payer showed that the two extensions were constructed 
into timber areas for the specific purpose of hauling out 
a known quantity of timber that had a definite economic 
life; that when that timber was removed the lines would 
have served their purpose and become worthless ;j and 
that unless taxpayer obtained sufficient revenue from 
the operation of these lines over their known life it 
would never recover its cost in those lines. Upoh this 
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showing the Director General allowed the additional 
$75,000.00. 

Then the amounts of the $56,521.02 and the 
$75,000.00, wdiile allowed by the Director General as 
two separate items computed on different bases, were 
in effect and in fact one allowance to taxpayer for the 
use during the Federal control period of its two said 
extensions. The only compensation which the Director 
General could allow under the Federal Control Act was 
“just compensation 77 and these two amounts were just 
compensation for the two short-lived extensions which 
the Director General used during part of the Federal 
control period. 

Thus these payments were no different from other 
just compensation payments made by the Director 
General. 

The Board of Tax Appeals and the Courts have 
universally held that the “just compensation, 77 allowed 
and paid by the Director General in the final settlement 
for use of a railroad company 7 s property during the 
Federal control, constitutes income accruing over the 
Federal control period. See 

Illinois Terminal Co., 5 B. T. A. 15. 

Cincinnati, Findlay & Ft. Wayne R. Co., 5 
B. T. A. 108. 

Virginia Carolina Securities Corp., 6 B. T. A. 84. 

New Orleans, Texas and Mexico Ry. Co., 6 
B. T. A. 436. 

Gt. Northern Ry. Co., 8 B. T. A. 225. 

Tex. & Pac. Ry. Co., 9 B. T. A. 365. 

Western Md. Ry. Co., 12 B. T. A. 889. 

Chicago, R. I. & Pac. Ry. Co., 13 B. T. A. 988. 

The K. C. Southern Ry. Co., 16 B. T. A. 665, 
affirmed (8th C. C. A.) 52 Fed. (2d) 372. 


Indiana Harbor Belt Co., 16 B. T. A. 279. 

Midland Valley Railroad Co., 19 B. T. Ai 423, 
affirmed (10th C. C. A.) 57 Fed. (2d) 10^2. 

Missouri Pac. R. Co., 22 B. T. A. 267. 

The K. C. Southern Ry. Co., 22 B. T. A. ^49. 

Galveston Wharf Co., 22 B. T. A. 1312. 

International Gt. N. Rd. Co., 24 B. T. A. 7^6. 

Nashville, Chattanooga & St. L. Ry., 24 B. [T. A. 
856. 

St. Louis, Southwestern Ry. Co., 24 B. t A. 
917. | 

Union Pac. Rd. Co., 26 B. T. A. 1126. 

There has never been any dispute over this propo¬ 
sition. 

Where is the difference , from an income tax standpoint, 
between the compensation paid for the use of property 
held and used throughout the Federal control period and 
compensation paid for the use of property held and\ used 
during part of such period? 

It must be remembered that taxpayer had no written 
agreement with the President or the Director General. 
It was a non-contract road. All of its compensation 
was paid under the Sections of the Federal Control Act 
set out above. The Act specifically provide^, in 
Section 1 thereof, that the President shall guarantee 
to the carriers just compensation in “annual sumsj” for 
the use of their property. Thus the very intent qf the 
Act was to pay rateably for the use of the property. 
The President and the Director General could nolj pay 
otherwise. Even if the compensation was detemiined 
and agreed upon at a later date and in a lump sum, it 
was still compensation which was earned during the 
period of control and use. 

Section 4 of the Federal Control Act {supra) proyides 
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specifically for “just compensation” upon the cost of 
road extensions made during the control period. There 
can be no possible difference between this “just com¬ 
pensation” and the “just compensation” paid for the 
use of property held during the entire period of Federal 
control, except that it is earned during the period of 
use of such extensions and not during the entire control 
period. 

Taxpayer was on the accrual basis of accounting and 
rendering tax returns (R. 111-112, No. 5854). .It 
must therefore accrue income over the period when 
earned. 

The last word on the question here involved is found 
in the Supreme Court's decision in Continental Tie & 
Lumber Company v. United States , 286 U. S. 290, 52 
S. Ct. 529. There the question was whether income 
received by the taxpayer under Section 204 of the 
Transportation Act of 1920 was taxable in 1920 when 
the Act was passed or in 1923 when finally determined 
by the Interstate Commerce Commission and paid. 
The Court held that (the taxpayer being on the accrual 
basis) since all acts had been performed upon which the 
Interstate Commerce Commission could have computed 
the amount due in 1920, the income accrued in that year 
and that the taxpayer could and should have accrued an 
estimated amount of income subject to correction when 
the final adjustment was made. 

So in the instant case all acts were performed in the 
respective years upon which a reasonable estimate of 
the just compensation could be made for use of the two 
said extensions. It therefore follows that the income in 
question accrued rateably over the period of use of such 
extensions during the control period just as the Board 
of Tax Appeals has held. 
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Wherefore, it is submitted that the Board should be 
sustained in its holding that the additional compensa¬ 
tion of $75,000.00 and the rental interest of $56,521.02, 
paid to taxpayer by the Director General in the final 
settlement, constituted income earned and accrued over 
the period of use of the said extensions. 

i 

Respectfully submitted, 

Geo. E. H. Goodner, 
Munsey Bldg., 
Washington, D. C., 
Attorney for Taxpayer. 
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